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TWO concerns that underlie preoccuEatiGn''witii health 
that society ij^y not be getting a; "reasonaiile return" 
expenditures and that the quantity cf services per 
•expenditure could he provided acre cheaply. Concern arises because ' 
the jjaarket" for 'health' car^ deviates significantly fioai ether "free 
.enttApise'** larkets, 'it- beiig the provider rather than the consuaer 

• who* Jakes: (ixr helps sake key 'decisicns of Whjit, «h«i3, and* .inhere - 
purchase* services, E'ecent 'growth ' in expenditures^ both per capita and 
as perjpentage of gnp, 4ias been phenomenal, the larges*t share going to 

(hospilial caxe. Increased government financing and insuran$;e paynents 
have resulted in a decline of cut -t)t- pocket expenditures. (froi 68* in' 

• 195p to 30X in 1977), yet «ed;ical costs coaprise the single most 
coBfflon 'cau^se of personal bankruptcies-* Since Total Ex'penditures * 
Price Per Unit x Number of DniW P^irchased, ■ pclicites aimed at 
controlling one will not nece|sariiy control the^ otKer, given such . 
factors as increased demand djae tc growth in health insurance, 
including Medicare and^ fie dica id ,^ and production costs resulting from 
the introduction o| <:ost-€nhancingtechno3:ogy- Lack of 'systematic * •, 
policy coordination" also hindeirfi controlv It is recommended, ihen,/ ' 
that policies to limit hospital' expansion and tc regulate rat^s be ^ 
implemented in concert, *along ililh reviei* mechauisiJE tc reduce 

'inappropriate service utilization in combination with policies that 
lead to a relatively s.carce supply of hospital beds- (CP) 
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. UmiODUCTION • 

*Mfidic3U. care expenses are the single largest cause of personal 
bankruptcy/ in the United States P* 161. . ■ N 

*A recent nationarl survey found^ that physicians viewed "the high 
cost of medical treatment" as the t^lggest ^problem in health care delivery 
[87. p. 36]. : \ » - . ■ 

> . *Two of th^ four basic p^^rposes-af the recently established Health 
Systems Agencies 'focus on curbing the nation's expeijMiitures for health 

care. These pur^poses are: 

. ^' ' ' ' ■ ■ ' ^ • • • ■ ■ ^ * 

IV To res ^^ain. increases in the coat of providing llealth services* 

2. To prevent unnecessary duplication of health resources [93, pp. 
The above iteos indicate lhat there is little disagreement that 



increased expenditur«is for health care are a itta:3or public concern and- may, 
be the nation's singlea^st ii^iportant health care issue. Considerably more 
•dliaagreeiaent exists on the questions of why expenditures are increasing, . 
and what «|hould be 4pnje to purb their incjre^^. 

This report f bcua^on the issue of increased expenditupes .for health 

; • ■ . ■ •,• • ; ; - , ■ ■ ■ . 

. caie and is divided into the following six chapters: ' , 

• the^ohcern with Rising Health Care Expenditures^^ ' 

* *A« Description of -the Nation's Health Cafe Expenditures, 

. _ — . ^^^—JL, ■ f _ 



*A Slaj»le ^bnpla for Analysing Health Care, Expenditures. ' ' ' 
^Eeasons Behind Risipg Jlealth Care' Expenditures. J • 

♦Proposed^ So-luti'ons f or Curbing Health Care Eipenditures. 

♦Sumary aiid Conclusions. ') * . 

■ . ' V'vii ■ 



WHY THE CONCERia WITH HISING 
. HEALTH CARE E&ENDITURES ?. 



/ 



Although health care expenditures— both in total dollars and as a percentage 
of Gross National Product (G1<P)— zhave risen dramatically in the past tweaty- 



/five years, there nothing Inherently wrong with such a situation. XndeSd, 

. • : • • • . ' '" '~ • \ ^. 

change in what a society chooses to produce is* a natural consequence d{ 

econoo^c growcl^ and develops^t. Cos^ared to the^pa^^tt tQore dollars and ^ 

fljdre of our GNP are also Selng spent on number of other goods and services 

including transportation, recreation, electricity, and household appliances. 

Yet riding health care expenditures seem to be- a focus of particular concern* 

Vht all the fuss? - - / ■ 

.1* There are at least two related reasons why health caxe is sitiigled out 

•for speciaJ/^concern., The first reaison is the concern 'that society may not 

■ • ■ f ■ "■ . 

be getting a "reasonable return" from these increased expenditures . For 

eataj^le, research indicates that the health oiE our population — at lea^t as 

measure fhy viirious death rates and longevity nieasures — appears to be quite 

unaffected by recent increases in health care. expeAditures and persounel. 

In fact, there is sdme evidence tliat sooae of the increased exjxejiditures 

repres^t unnecessary use of servicies — especially surgical services — which 

may create rather than solv^ health problems ^[103; 20; 50; 63]. 

■ ■ " ^ ■ ■ ■ » , ■ 

, . The second reason is that the quantity of health care associated with 
a certaijQ expenditure level (or change in expenditure level)' could possibly 



be made available less expensively. Fundamentally, this Is because the 
"market" for health care deviates significantly from the kind of markets^ 



^ which characterize the American "caapetitive free en^terprise syjtem." 

?uchs describe^ this situation as follows; ' - . . 

J Most industries fn ^the United States coiisist of profit-seelting 
^ firms actively engaged In competition with one another. The' 
fundamental rationale of the Ameri?:an- economic system is that 
: th^ hope of- prof it (and the fear of I9SS) jUijder. conditions, of V" 
open competition are the 'beat guarantees oS efficiency, an ^ 
appropriate^ price and rate t)f outpijt, and a fair return to the 
i various' factors t)f production. * - ^ " 

The medical care ind\^itry is organi^zed along radically 
diffejrfeot lihes. Nonprofit operations 'are the rule in the hospital 
' field; there are severe restrictions on entry and competition in 
medical practice, and advertising and patent control dominate the 
Ifaarket fj^r drvgs [55, p. 18]. ■ * 

Thus, ^there Is no a priori basis for believing that the prices and 

quanlfities of medical care app^aijh those that would be socl^ly o|)timal.. 

The ways in which the marltet toj hej^lt^ care deviates from the .markets -which 

typify the Ameijicari economic system do not end with Fuchs's list. Perhaps 

the moat significant deviation is the relatively ijisigni|icant role of the 

cqnsuBier, One of the most fun4amental premises of our competitive economic 

system is that it is the consumer who determine^ which, goods and services 

to purchase and in what quantities,^ when to purchase, and where to purchase* 

In such a schaoe the* producer 'is at the mercy of the consumer, an4 those , 

- ■ ■ . ■ ' 

producers who do not. respoi^d to,c9nsuii#rs' demands are forced from the market 
by their laore responsive and efficient c<»petitors^ In the case, of health " 
care, except for the initial decision to seek care, it is the producer ^ 
(i.ei, provider) who ^ither makes gor h'eJLps the consumer make the key decJTfeions 
of what, when, and i^iere to purchase. In shortT the various dgviati^ns 

:^ ' ' ' v ■ \ ' ' " ' 

associated with the health cafe market create the potential for at least 
two undesirable situations: ^ ' v ^ 

- . . . ■■■■ 



1^ The per AiQlfc'oat of producing health servlp^e^ (q.g., wh<it *it 

V * co«t9 the physiciao to "produce", an office vi^it) could b« reduced. 

■ '* . , . . ' ■ . ■ » ... 

2^ ]^en i£ the per uait coat ,of prodiaclng heAlch sarvicea c^miot bei . : 

/ > reducttlt the prices paid by %hB' public aay be substantlaXXy greater 

- •> . ... ' ■ . ' 

- Ahan the cost of ptoducing those services. 

• ■ ^ . 

The first situation la^ds to jaef f Iciency and the second one' to exces^ profits, 

ft 

* ■ 

and both problaas will coa.tribute to inflated health care expend Ittires. 



A DESCRIPTKH OF THE KATIOIi'S 
HEALTH CAK^ EXi^ENDITURES 



• 



In this chapter 9 information on three key laaues viU be presented: > 

1. Uovauch Is «p«nt on health cate?„ ^ ' : 

2. Wbat health care servlceJB are purchased? • 
^ # 3. Hov^re health care services financed? 

In addresslAg these three. issues, emphasis will frequently be placed on 



situAtlon. 



How Much Is Spent Oh Health Care? 



itiX' 



t Between 1950 and 1977, the nation's health care expenditures have jaultiplied 
about^ fourteen tii^e^— fron $12 billion to $163 billion (Figure 1). Although 



part of this increase is due to the/^adt that 



^^^^^^^^^ 



tion-s population ha^ 



groim* the increase in per capita eatpendjltures is also phencwaenal — from $^8 
paTv person in 1950 to $737 in 1977* [41, p^ i] . Of courg^e it x:an he argu^ 
that* these increasesT are not isore of a Inirden if tfap nation's (or individual's), 

ability to pay for health services has increased at the same rate. GNF> the 

» ' ' ■ 

m>*t c<maxiix neaaure of a nation's "ability to pay," has, li^ fact, increased^ 

significantly since 1950 but m)t'as rapidly asjtiealth care expenditures. Figure , 

1 indicates that th^ percentage of 6NF allocated tcr health care ^penditures 

increased from 4 . 5 percent 8. percent between 1950 and 1977. , 

It is laportai^t to note that per capita expenditures vary significantly 

depending upon one's age, race, isacoiae, and place of^ residence J 65 3 . For 

exaaple, in 1969 (the latest year , for which state estimates, are available]^ 



per capita expenditures rang^ frc» a low of $138 in Hiasiss^ppl to a high 

— — . } ' 



A» will be 8h0Mfh in Chapter 3i so«c of this incrWse is to be expect&i due ^ 
to the general inflationary trend in the econmy. However, even'aftet adjusting 
for inflatio^n, per capita expenditures for. health care have increased ^rsaatically. 
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: 1577 



National H^ltlj Carp Expenditures ip Bllllpos of ppllars as ,a 
Percentage of Cteo«t ii#ti&twX Product, 1950^1977.*^ 



Soiirc*: tl07, p. 51. 
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ot $346 Iq Massadaisejttji [S9( 'p. X61. Var^atioos by age, racjs^ »od ixicom. 

flboMi in riguri&''2I would be eaepectMii );>er»capita expeziditurea«.for 
the elderly .i^re bibber thftn ^or any <^ Wbitres and thqse 

with higher' Inccmes h^ )ilgh€u:"pe1: capita oxpenditui^ea than, did nonvhitea^ 
^d ,tbo»< with lower. Incoaeat r0«p1ect:lvejy» S^nce lioowhitea arid those with 

love^' incoa^A genarally have poorer health' status (as a^asured by BU>rtallty . 

■ ■ .'^ ' ■ - ; ,. ■. 

■ rates and Incidence illnasst * ^the relatively lower per capita e3q>endltures 

for these 4wo' groups |ujge8t they, are likely to have greater unmet nfeeds for 

health care than do, whites and those with higher ihcome^ [97^. 

..." ' ' : B ' y I ^ ^ ' - ■ . 

What Health Gare Services Are Purchased? 

■ • . • _ . ' ' ' . ■ ■ * . ' ' ' • *^ . ■ ■ ' ' 

Expejiditurea on health care arfe allocated to Innumerable specific services. 

The inforaation in Tablfe 3. divides total Tiealth care expejoditures into eight 

' ■ ■ * \ .' ' ■ . ■ ■ ■' ' ■■ . ■ , . ■ 

aajor categori.es or items. Although the total aaountt of dollars spwit on 

each of these it^iema has inpreased tresendpusly since 1950, the share of total 
pending, going to iti^ has decreased wnile the share going to other ' 

itesus has increased* • - . / / * ! 

In recent ^iaes, the single largest share of the health care dollar has 
I gone to, hospital' care.' Moreover/ the K^spitai share of the health ckre 

dollar has increased slgn4ficantly since 195Q, and in 1977 accounte<! for 
^40 cents of each dollar spent. .The share of the health care dollar going • 

to nursiA^ ho»e care has alao increased signif i&an^iy— from 1.5 cents i:^ 

1950 to 7.8 cents in 1977. ,The only other component which increacfed it« — — 



•hare -of 'the hea.lth care dollar between 1^50 apd 197^.was to^Jical research. 
However, this itei^^presants only a tJfcgaf^^rSctiOn of t^e health care dollar^ 



Per Capita . 
^ Expeadlturea 
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$259 


$173 




$254 


$229 



Age 

(1975) 



Race 
(1970) 



Xncocae 
(1970) 



Figure 2, Per CaRlt^ H ealth Exp e nditures by Age, R ace>. and Incom e 



Source; [64, p. 20i4^4, pp. 17-18). 
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'Table 1. ih«r6 of the -Health jC«re Doiiar Allpcated to Specific Seirvices, 
^ ^ ' 1950-197.7, ^ • ' . 







\ 


. Year 






Service . - • 


M950 


1960 


1965 


1970 
-4 — . 1 


1977 ' 


Hospital Care* * 


30. 7Z* 


. 32.9Z 


33, 8Z 


37.42 


40.42 


Nursing Hme Cere 


1.5Z 


1.9Z ' 


3.32 


^5.5Z ' 


7. 82 


Pl^iciaxis* Services 




21. oZ 


21. oZ 


19. 4Z 


19.82 


Dentiete' Servricee ^ 


7.8% 


7.5Z 


7.0Z 


6.5Z. 


6J2Z 


b 

Dnigs ejid Sundry Itms 


13. 7Z 


13. i» 


il.9Z 


10. 3Z 


7.7Z 


He4ical ^s#arch V . 


► .92 


2.3Z 


3.62 


2,72 


^.3Z 


Mediciil Fecilltiee Cootstructiou^ 


6.U 


-4.3Z 


A.7Z 


' y 4. 82 


3.1Z 


Other^ 




155. 6Z 


14. IZ , 


13.42 


12 .7 Z 


* ■ ■ . /• .. ^ . ■■ 
Total ^ 


100. QZ 


IQO. OZ ' 


100. OZ 


100. OZ 


100. OZ - 



.V 



Source: [41^ p. 15] f 



e. 



Salaried physicians /on hospital staff a are included as hospital care " 
rather than as plfciysi^ians*^ services. 



Excludes 4rugs provided to inpatients. 

,' * ' ■ ■ ■ ■ ' 

c. Includes both public and private expenditures. 



d. Includes expenditures for eyegl)|8^ 
health act ivit leu; and health 
addltioi^ to reveoueis, ^d profits. 



schodl health; government puhlic 
ice ccmpanies* operating expenses » 



(2.3 ceipts Un 1*977) and received a spaller shaxe of, this dollar in^ 1^77 
than io 1965. Th« fwir iteW jwhich have fouad •^th^i^^hate of the health * 
xiure dollar abr^xiHss ^ilAce 1950 axe phyaici^s* -aervs^ dentlats' aervictea 
dxuga and aundi^ Items^ and medical facllitiea ccMaattuction^ 

How Are^Health Care Servrices Financed?. 



Ultimately, health car^ s.erv^cea ^&re finani:;^ by the public^ but the ^xact 
vay In which the public* 9 dollar^ flov into the health care system include^* 
both private and government (federal, state, arui local) avenues. Private 
Sj^ending ia typically subdivided into three categoric: direct or outfox- 
pocket expenditures by conauo^rs; private insurance payments made^for or on 
behjdf o£ (coasuacrs; «ad '"other" (which includes philanthrope^ spending^ 
Thft facts in Table 2 slwy the chang^ ±jx the source oif payment tot 

personal health care e»pendi»rea between 1950 and 1977 • Between 1950 and 

. * ' ' ■ « " ' ' ' ■ ' ' ■ ' ' ' • ' ■' ' 

196^ there i*a« no change in th^ percentage of total expenditures financed 

from private sources (approximately 80 percent) and the percentage financed 

by government (approximately 20 percent)* Ik^ever, within this f if teen-y eai^ 

period^ there waa a significant change vithln private spending In that the 

share of total expenditures from out--of-pocket payments decrease from 68 • 3 

percent to 52*5 percent. ^During this saa^ time the share of e^cpenditures 

from insurance benefits increased from 8.5 percent to 24*7 percent. 

' • ' , . ' ■ ■ ' ■ * • . ... 



-Pajjjoaal haaltb «ar« expenditnreB e-xr luda jsipending tooL laed i ca 1 . jceaeardit.; 
sedical facilitiea conjgtruction; govemiaent public health activities; and 
h«alth insurance companiea' operating exp^I^iV ^^dltipna to revenues, and 
profits.. ■ ' " .' ■ 



r T«bie^2. Per«oiua H«»l til Care E>cpenditure» by Source of Funds', 1950-197/ 



Source of Funds ~ 




.1 • 


■ * Year " 


> ■ ■ ^' 


* » 


19^ . 


. • , .« ^ 
1960 


- 1965 


U970 


1977 


• ' ' ' « 


100/OX 


ioo.oz ' 


106.0? 

• 


10Q.02. 


100.02 


Private • 

Out-^of •pocket 
payiaents 


68.3 


7ff.3 

55.3 


79.2 

52.5. 


65.8 

40.3 


• 59.9 * 
30.3 


benefits or 


ft 


* 


■ O/. "7 


24. 0 


27#0 


♦bother 


. 3.0 
20.2 


2.3 ' 
21.7 , 


2..0 

. 20.8 


1.5 

34.2 


2.0 

40.1 y 


Pcdersl . 


9,4 

* 


;,.^^9.2'- 


■ 8.5„. 


. 22 * 3 


27.9 

-. 5 


Stat« and ^ 
Locsl ' 


10.8 


12,5 ■' 


12.3 


11. 9 


• 12.2 



V" 



Source: [65, p. 17; 41, p. 7] 



' Excludes expendltares for mimical research; is^dical facilities construction; 
..goveristteat public h<^th activities; and health insurance companies' operating 
ejEpenses,;additlT3n«- to "revenues, and profits. \ 



Since ld65» the share of total persQmX health expand it urea &rom 
insurance benefits has »tabilized, ' However J in '$.965;tha Medicare program 

for the* elderly *nd the JtoJlcaid program for the poor were enacted. Since . 

. . . ....... , ■ _ , 

that tis» the share t»f expenditures, fro© out-of-pocket p&yments by consumers 
has cont-inued»it8 sharp declj^ and the sh^e from the fe4eral government 
haB increased drmsatically. The net effect was,,th^t by 1977 about 40 p^cent . 



of all personal health care expenditurejB were financed by government, 
principally the fftietal government. . , 

Although Medicare and Medicaid have been of benefit to those oyer age 
65 and to t^e poor, respect ively> these two "^groups coutinue to make/ ^ 
significant out-o^-pocket contributions* for their health care • In 1970, 
both groups aade an out-bf-^pocket contribution which |:epresented approximately 
35 percent of their total pefrsonal health care expenditure [4, p. 45] . 

Finally, the information In Figure 3 indicates the way .in which different 

y " ■ . . ' ; '■' ■ ■ I , 

catiegories of personal health care services are; finance! • ^Out^of-ppcket 
peymenta reispresent a rather s^l share (6 percent), of the total payu^ts 
made for ho8pi|al car^. the^other extreme, out-^of-pocket payments are / 
the. principle- source of financing for dentins* services (80 percent) and 
drugs (83 percent). ^Private insurance benefits are a sigirffficant source of 
financing for both hospital care t37 percent) and physicians' services (37 
percent) Bbwever^ the chief source of financing for tu>spital care is the 
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Figure . 3. Sources of Funds 'fof Various Health Care Expenditures, 

'•• ' ■ 1977. ■ ■ ■ ' ■ ; \ 



SoOrc^: 141, p. 15]. 
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A SVjSPtE fOmSLk FOR ANALYZING. 
U£AI^TU CA&£ EXPENDItURES *' 



A xution's 9r m ^ividual'a total expeaditures for liCAlth care affe 
dietenained by the following "fofsiula": - ; 

Total Eacpenuiitures - Price Per Uait x-JJumber of (Jnlt^Purchas^ 
«It is extretnely important to realize that price and expemiiturgs are tvo 
very different coace:^ts . Price refers to the aaount of ooney which must be 



afch 



paid to purchase eath unit of health care. "Expenditures refer to the total 



■I 



i 



aaount of money spent on health care over a certain tiji^ period such as a ' 
year, and is calculate by i»4ltiplying the price per unit tl^^ the nuober 
of unit* ]Hirchaa{»i. In coi^p^(|||||g expenditures for two different "time periods 
it is quite possible that expenditures and price have aoved in opposite 
directiona. For example, if the price of dentures deer eaiaip, the nuaber of 
dentures purchased would be expectied to increase. ^If the number purchased .| 
Ihcreaaed sufcflcieatly then total expenditures for< dentures wmild also 
increase^t - ^ ; 

aecogni*in« the fundanwntal difference be tweeai the concepts of price 
and expenditurea becooes particularly important when developing legislation 
and other types of iHjbl|.c policies. Rashi Fein, a weU-know» Harvard health 
economist, emphasises this point -in noting that; 

, . . ♦ , ' . . ■ - ■ ■ ■ . ^ • • ■ ■ ■ ■ 

Solutions that would attempt to restrain price or expenditu^ increases 
arc not necessarily the same. To suggest that controlling ^ices 
^jiecess^rily controls .eag>endi^^^ or vice v ersa is really a ' ; 



sii^lif ication that borders on mythoLogy^. j 
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.'. Indeed, it is not at all difficult; to. imagine a s^t of 
. policy aeasures 4;hiat would liipait increases in expenditures iut 
stimilate ii;^re rapid " increases in pricey, and vice versa. /^Thus, 
: for fexapiple, an, effective prograsj to reduce dolJ.ar inflo/s into 
, the, hospital* sector by %arly discharge and .by limiting qferf only' 
to those who abaolutely need it might tu;^n out. to be effective 
-in reducing the amount of money expended ln«that aector and thua " 
. in the totaJ^ealth care bill, for the nation^ . . Yet, if only 
the laost sick were in the hbspital^ per dies costs of hospital 
'care would pise. • - ' ■ 

A The design of policy mint tak# account of the differences 

betweea pricfiiand expenditures, and the designers pust decide 
which of these two Variables" to address. We sljould not use the 
word •'JLnf lation" to mean btfth an increase in prices and an 
increase ^in expenditures. We xmst be twre precise than that ' 
unless we purposefully want to confus6 things [28, p. 388]^ 

Because changes in total expenditures are determined by changes in price 

per unit and nui6er of units purchased / it is Important to examine how these 

'two determinants of total expenditures have chaiiged. Trends in these two 

determinants are refledted in the Information contained in/Tableis 3 and 4. 



\ 



ate of increase 



The data in Table 3 show that with one exception the aqh 

in medical care prices has f ar. outpaced tbe oxreralX inflationary trend in. 

. ■ \ ■ . ^ . \ ' ■ ' ■ " ^ 

OUT economy (as measured by the Consumer (/rice Index for ^1 goods and . 
^services):- The one exception is for 1971-1974, during which time medical 
care prices did not increase quite as rapidly as did prices for all consumer 
- goods and services. This was a unique period in that controls were plac^ 



It has been argued that this rapid inflationary trend in medical care prices 
overstates the true price increase because adjustments have not been made for 
improvements in^the quality of medical care. If this argument were correct,, a 
more vaIM iBjeasnre cqu^ he^ oblAined hy^alculati^ chaa^es^ _ 
of treating 'specific illnesses.' Such a study was undertaken by Scitovsky, In 
this study changes in the cost 'of treating five common illnesses were calculated 
for the period 1951-1965* Contrary' to expectations, the research results 
indicated th^t the cost of treatment had ihcrease4 considerably more than the 
ix^reas9 in medical care prices [81]. ^ 
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Table 3* Average Annual. Price' Changes for All Goods and Services and for 
Selected Medical Care Services, 1950-19,75.-' 



Service 


Annual Per,centage Change in Prices. 




1950-6^' 


1965-71 


1971-74 


1974-75 


All <^oo^ and gervlceja 


^ 2.1 ■ ' 


■ 4^7 ' ' 


r — •■■ 
.6.2 


■ * 

Id. 2 


Hedical Care 


; 4.-5 


7.2 ' 


4.5 


13.9 


S«M--Frivate Hospital 
Kooa 


V 10.0 


19.2 


5.9 


19.2 


Physiciana * Fe^s 


4.0 


7.8 


4.1 


14.0 
.U.8 1 


Dentists' Fees 


^ 3,0, 


6.3 


4,2 


Drugs and Prescriptions 


, * 9 ^ ^ 

^_ — ^ — 


•„..9' ' 




"8.9 



1 - i . • 

Calculated f roa data i4 refer 101 > p. 159 



Table 4. Dtiltzation of Sele<xted Health 'Services, 1,957-197'6. 



Type of Health Service l^aaure of 
Utilization , 



Tlae Period 



1957-1959 



1968 



1976 



Physician services ♦ 

-r-average nuaber pf visits per person 
per year 

Dental services 

*~-average nuaber of visits per person 
per year 

Hospital services 

—average number of discharges pier 

1,000 population ; , ' ' 

— wer age length of stay per hospital 
discharge (in days) 



5.0 



1.4 



4.2 



1.3 



122 



' 9.2 



4.9 

1.6 

141 
7.9 



Source^ 1.100, pp. 24 and 34; 96, p. 4; 95, p, 2) 



on sedicAl care price^^ asxd slxic^ th&JLiltin^ of the controls these prices* 
l^ve reauioed their escalation*^ The component of loedital care prices which 

hue risen taost dramatically is hospital^^care. FQr example » b'^tveen 1974 and 

.... .•■ ^ ^^i." 

1975 the price oi a semi-private hospital room in^creased by over 19 percent* 

The arate for 4 semi-private room in 1975 was more than ^even times greater 

than it was in 1950^ and approximaJ^y twice as great as it was in 1968 

UOlr P\ 159}« Although increases in physicians* and dex^tists^ fees have 

also outpaced the. price increase for all consu^r goods dl^d services, their 

rates of increase have lagg^ far bdtiind hospital prices « Finally ^ prices 

for drugs and' prescription have actually increased ji,t a slower pace' t)ian 

prices for all consumer goods and services* 

Trends in the use of services are presented in Table» 4* Unlike the rapid 

increase in prices, )Lhe amount of services used per person has not changed 

4rjwwitlcally in the past "two decades. Physician visit* per person per year 

■ , ■ ^ • . ' ■ '■ . . ■ ■ ■ ■ ■ 

have resained stable, and dental visits per person -per year have increased 



/ 



only vB£>derately. Althoughuthe number of persons hospitalised per 1,Q00 

. ■ ' ' . . . ' * ■ . ■ ■ 

population has increased,, the average number of days associated with an 
episode of hospitalization has decreased. ISie end result of these 
countervailing forces is that the number of hospital days per 17000 

population has not changed significantly, 

- . '■ ■ ■. ' ' 

^ Th^Tjeneral conclusion that the use of medical services for the average 

person ha^ not changed dramatically in recent times * is not true for specific 

^opulati<?n groups, - -In particular, r ^hows tt^t the -use 

medical services has. increased rather dramatically for the poor, elderly* 

and nonwhitea (2; 96; 100]. Althwgh these groups-r-at least the poor and 



nonwtiites-^are atlll lass likely tS%Ava tlisli: aeeds jaet than are the 
nonpoQr, and whites, their increased use^of service* is &tin atgaifU^ 
a»d likely reflects- the l«pact.of the Medicaid program which, was enacted 
in 1965^ Siailar^yf' th^ increased Aise ofs^dical services by the elderly^ 
likely Reflects the iMpact of the I^icare prd^am whlc& also was enacted 1 
in 1965. J - 




mSONS BEHIND RISING , ' 
HEALTH K3mOiT)IIUIES " .' • 



> ^ Tot4|Jl y,xpandi turei >» Price Per Unit x Musber of Unlt« Purcbaaedi 
Itiltf f onaulA. JUl vtJi4£u}^ underst^pdlivg the tvp basic poo^onients 'aj^ecti^ng, <^ 
ejqMmdlturea^ Init it does not get at the root ot the iaaue* In particular , 

itfhat Specifically isifiueiic^ level ami ch^oges In health care prices ^ 

t« ■ • ■ , • • , ' ■ ' • ' ■ ' . ■ . ' ■ ■ ■ , ■ 

and the nuaher of un^ts of health care seprlceB purchased? One of the k^ 

'■ , ■ , » ' ■ ' - , ' . * ^ .. ' 

dUiflu«iice« — the '^fiucket «tn^6ture•^ for kealth »«ryice8-~^i^ Jja an 

«arXi«r cbiipt«r. However, given a particular market structure; two 

• ''■ " ■ ■ ■, > ■;■ ■ ■ ' ■■■ ' ' ■. ' ■ ■ • ■ ' ■ i-" ■.. 

■ • , . ■ ^ • " ' ■■ ■ 

additional factors ar* inatr uiienral iu, influencing price and the imnibtfr of 
\inits puiTchasad. These two factors are the cost of pr^iictlon and the 
d^wind ioi health servlcess To aoae .extent thea^ tyo factors cannot be 
aepa^atad wwitly; tx(m the effect pf /Wrket structure" and the reader wust 
keep thla f act In «lnd* ^^^^^ Sections the f fCtors affecting 

coat o£ production^ and deaand for health servicea will be discussed. 



■..s 



V , ' ' Cost of Production v . v- 

»ealU» care^eirvijcea are typJ^cally provide in hopes of treating, preventli^^ h,^ 

■ • .. " ^ , , . ^ ■ "III- jiK 

or »ln1»i»^Ag' the, l^^apt of ac»« particular diseaa% iUn ^ e s, or injury. ' y ^^^^^^^^^ 



"tlwii cost of proi^ctioai assoclat«4 with this process is dependent upon, (1) . 
l;«tch«oloty, (2y prices pidi hy ths providsr for ta»« labo^ and capital Inputs' ^ ' 
usod to producs hs*^th's«ryic9(i, aj^ > -^^^^ 



•:»•-.. 



.1 
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lAtfd* M theco«t of production of haalth aer»ic«« inpr^es, the price of ^ 
these, service* wouia be expected to' in£resae' 4s. woiild total expendituires 
for. these services.' ^ . ■ ■ ■ . 



... , • ■ ... ' ■ . ■ J 



Medical Technolo&y 

A rlpC€M*t report op rising health <care costs notes that: 

" Medical ii^iovations -in recent years have been 'characterized 

by an' ei^hasis ^pon coaqslex dikgnoatic and tjierapeutic techniques 
■ usiially requiring iospitalisEation and cp&pUcated, expensive 
equS^menC. Examples of this trend include chemotherapy, cancer 
' radiation ^erapy, renal dialysis^ open-heart aurg^, organ ^ 
tranaplanta, intensive care units for heart ^^ttackil, bums 
and' trauma, and eleictronic Jfrain and whole-body scanners. This 
trend has been associated with cons idetable advances in medical 
technology as well as the spread of existing technology {22, p. 20]. 



^ In most industries^ technological liinovat ions are usually accepted - ' 

.: •'■ . ■ ■■■■ /' ■ ^ 

rather readily because they typically lead to -a less^ elcpenslve or n»ote^ 

efficient production ptocess. ^ In recent years , t^ innovations in the 

he,alth care industry/ ifucb as those examples .listed abqve, ha]Fe led to a 

nore expensive* rather than leat expensive, way of delivering health c<«re. ^ 

Gaiia sui9Mr;LiM^ J:hi« gitimt;lou as follows: 

'/ '" .During the 19408 and early 19508, technological change in- ' ^.0; 
health care was aynonyioous with new. dtugs which 
be dispersed, on an ai^ulatory basis, were/highiy ef*e«^ive 
- against pneumonia, influenza, tuherculo^ and other infec^ous _ 
diseases-, and which hid »aj or on morbidity and \^ 

■brtality delated to l^hese disuses. ' • % 

. ■ ^ [But more recently- the] effect ^of jiealth care technology \ . 

. in this country^ in combination witlTliospitalToriented , cost-bas^d 

; health insurance, has been to encourage the shift ^tn the health 

. care system away from office-based . primary c^e aadicdl ^practice 

.v-pr«0tice (39, :;p.. ^13)..,, . - '■ , ' . - 



*As noted earlier; an increasf in price, does not necessarily l»ad to higher 
total expenditures. Whether, or not it does depends upon the economic concept 
of "price elasticity .of deaaiuf." The n^ure of the' demand for most health 
Jervicas is generally thought to be quite inelastic, which means ptice and , 
expendlturas wii^l So up and dotftf together 



lyo receot 'exmplM of tba a4optloQ o£ t&c^^Suilogy which hav« iacxeAsed 
i:Ath«r th»a decre*«cd CQ«t« *rc lntea«iv« care units for heart attack victl»s 

♦ ■ ^ "- ■ ' 

. . ' ■ * ■ " ■ ' ■' 

and tha ciwputed topograiJhy (CT) acann^ irfiich rcpreaenta a taaj or advance in. 
diagnoatic iidiol<^. In the caae of intehaive care unita.for heart attac*^, 
only Xi percent of private nonprofit hospitaia had such units in i960. By 
1973 auch unita were in place in over 70 percent of these hoapitala 121, pp. 
87^88]. In the caae of CX.acannera, which coat upward of $500,000 per unit, 
only 12 hoapitala had inatalled theafe aystema hy 1974. By 1976, 321 units 

* - ' , ■ ^. ■ ' ' . ■ ' 

weije inatalied, another 330 were on order and/pr approved for lnatal||ation by 

health planning authoritiea, an4 another,. 20O applicants were pending. 

Analyata predict that aa nany aa 2,^500 CT scannerf will be in uae by 1980 [19]. 

Hie exact contribution of -technological advances to rising health care 
coata cannot be eatlfliated directly. However, to thf extent the ^ t^hnology 
requiref additional labor and othe^ inputs, ita effect can be gauged by . ' 
ralatiog coat change^ to changea in the anount of inputs uaed. In the caae 
of hoapitala, average cpst per patient^ay increased by an annual average of 
9.9 percent between 1955 and 1975. FeldStein eatixaatea that 47 percent of 
this annual increase was due to increased iiae of' inputs--«15 percent due to 
lncreaae«J labor inputs and 32 percent due to increased nonlahar iD|>ut8. 
phyaical terna, labot inputa increase from 2.2 full- tiiue anployeas per 

>||iant day 1^,1.955 to, 4. 0 full^tlate enployeea "in 1975 U06, pp. 24-25]. 

$ Uha^ar or not the growth in aspenditurea attributable to recent changea 



in aedical know-how and technology is deair^le pr undesirable depends largely 
on the effect tbaae^Kdical innovatioua' and technology have had on health 
atatua< Unfortunately^ the effect ia frequently either unkncn^n pr of 



Ciooable value. Excerpts item several articles Illustrate the polAt; 



Gx;lxier coapared adult patients suffeflng from pulinonary edema 
of mtoaurgical causes who vere admitted to the intensive care 
- unit of a university hospital with those admitted to a general 
medical floor immediately before the opening of the special 
ualt. In Griner's vords, "The most noticeable change in the 
overall experience of adult patients hospitall;eed with acute 
pulmonary e<|eaia. . .since the opianing of an ixitensive care unit 
has becm a marked increase in ^he cost of renderijig care to 
these patients." Other studies have cast doubt on whether 
I coronary care units have any effect on owartality from myocardial 
Infarctipn, yet these expensive units are proliferating tn our 
luaspitals. The U.S. health care system has fallen rather blindly 
in love with sophisticated m^ical technology [101, pp. 33-34] . 

At the same time, because of the much greater use of tests 'and 
procedures and the electrical hazards posed by the equipment 
i$8ed, intensive care exposes all patients in the tinit tp f higher 
level of medical risk than does ward care. A study of the risks 
of hospitalization in general has suggested how important those 
risks can bej , 20 percent xsf the patients in the study suffered 
complications, ranging from minor to fatal » from tests,- drugs 
*and therapeutic assures intended to help them. The study 
concluded that "the iaaahy reactions reported here, and the 
variety of drugs and proc^tnres incriminated, emphasize the need 
to liold all measures suspect [78, p. 4]^" ' 

Many Situations can ha described in which technology has prov^wl / 
to be of tLo benefit or even harmful. A repent, often cited 
' exiuBple is "freezing" jo£ the ttomach for ulcer dijsease. First 
used in 1962, gastric freezing was finally abandoned in 1969. 
'''^rx 1963, at a panel s;^posium sponsored by the American 
Gastroenterolpgical Association, it yt&B reccmimend^ that adoption 
of the procaiure be delayed to allow time for further testing, 
but the procedure was widely accepted by the profession. By 
1964," doctors were using 1,000 gastric freezing machines to 
treat 10,000 - 15,000 patients per year in the U.S. By 1969, 
2,500 machitics were in use. [The] results of a large-scale, 
carefully controlled clinical trial, published in 1969,. proved 
definitely that gastric freezing was no more effective than 
"4oij^ hbthingV "At t^ The 
procedure was rather quickly discarded [52, pp. 14-15]. | 



But vilftt al»out tboae cases vhere expenfilyiB new teQbnoXogy and 
innovatiOA do b«vt a positive iai^t on health status? Th« relevant 
aconottlc issue in these cAses is the sise of the positive inpact relative 
to the co^ of the technology. In other vords, ^iow coat-effective la the 

' * • ' " "..11, 

new technology? For eoMuiple, suppose a new aedidial procedure costs $1 
million- per life saved. Is this procedure too costly to be adopted? The 
typical reaction to this question is, "Of course not, you Juat can't place 



/aiue on a human Xifel" '^Ikat 

• ■ ■ ■ s 

Reaction are likely to run the risk of beih^ call^ calloused and accused 



a value on a human Xifel" l^se few who may see fit to question this 

....... s , 



of not^>preciatin^ the value of hximan life. This accusation is not 

'•'»•' '• ■- . ''' ■ * , ' ' , ■' ' ' ' ' 

necesaAxil^ true, because resources are limited, and $1 pillion spent In 

0116 MdlcaX, procedure lyeSi&i there Is $1 aHllbQ less to spend in some uth^r 

vey vhlch^may^ for exuple* save l>O00 lives. In ireaXity then It Is thosi^^ 

vho do not raise the cost«^e£f ectiveneas question vfaot by defaulty are 

failing to appreciate the vslue of human life« In particular^ they are 

s>ot sppteciating the iaportsnce of t!^ 1,000 lives which in this exasqple 

will not be saved by spenddLng the $1 million on the new i^lcal procedure 

. ■ ■ ■ ■ ■ ■ ' 

vhich saves 4^ life. , - * * 

Since many cocpensive medical technologies and procedures may not be 

cost-^efXective, why then are they adopted and djlffuse^i so rapidly throughout 

the health cars, system? The answer to this question is likely foiuid in the/ 

perverse incehtive systM io^nd in the health care system, particularly ; 



iiu:^iAtive|i relatfd to the aervic^ offered in hospitals* perhaps the two 
moat important dlslncentlvea relate to the judjciouai adoption and diffusion 
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of teeimoXogy are the npaprof it nature of most hospitals and third-party 

insurance carriers* policy of reiabursing hospitals on the b^is o*f cost. 

Thase two dislxur^tiv^ will be discussad in aiore detail liater. Slc^ and 

Vilson include th&se two- reasons along with several others iA analyzixig the 

rapid, adoption of tcichaology. 

In a regiae ()f full-cost reiat^urseaent, there is little 
incentive on the part of the pati^t, hospital adainistrator, 
* or the pb^sicimi to create a situation favorable to th^ 
adoption of ^resource-saving technology. Instead, perverse, 
incentives toii«i;ds the adoption iof rescwrce-uatng tophnoloAy 
are 'present. •-. '-..^ - ,■ 7 . 



Supportive, of the saoe phenoaenon is a tendency of 
adainistrators and hospital staff to aaxiMze their prestigiB 

^by coonandeering certain key inputs to their hospit'als. It 
has also be.en notc»i that the aodem hospital under extensive 
hospital -based insurance is essentially a phy8:|.cian's rent-free 

' workshops and tbat the physician staff will press adtoinistratdrs 
and trustees to add those inputs that enhance ^taff incoae and 
prestige. Technological acquisitiveness is reinforced by a 
strong technological laperative instilled in physicians in 
their aedical training prograas, and is tacitly encouraged by 
the present costrbascd fiiiancing syst^. , - 

There aay be', in fact, s feedback aechanisa atr work that 
is leading the health-care systea down an explosive growth path. 
The new high-cMt hospital-based technology necessitatjss 
spaciilisatiisn, and fosters a narrow prof essionalisa aaong new. 
physicians. For reasons relating to incoae, prestige, and th^ 
way that, aodern medicine is practiced, new physicians are draip 
away froa primary care office-based settings and toward the I 
practice/of specialised u^iclne within an url?an Ijostitutionaliaed 
setting. This trend toward aedical specialization, in turn, 
prolifarataa physicians* deaands to induce hospitals to adopt 
still nora tacfanblbgy. 

An additional affect of technology on individual hospitals 
is to attract aora coaplex cases vhich requira abre resources. 

jtn t«raa_Df .an hCAplttlJ;^ the i^rease^ technology ha^ . 

tendency of aaking aany cases that were untr eatable j»reviott*ly 
baco«a subjects of cc^lax t tea taants. Scitoysky sugg^fts <t;hat 
this is trui^^van with cases that are relatively straightforward. 
For exas^le, it is relatively unheard-of to deliver a baby outside 
a/bQspital or to have a broken arp set in a physician's office 
[77, p. 333. . • • 
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, . ■ • ■ - .1 , 

Prices Paid by Providers for Their Inputs 

■ ~' " '' \ • " ' ' ■ - . ' ■ 

Doctors, pham^cists, hospitals, and other health care providers feel 

■ ■ ■ ■ ^ . ^ " • * • 

the effects of inflation in terms of the higher prices they mxBt pay for 

the J>abor and cai^ltal. inputs ne«d4id to produce their services. These 

higher priceB for inputs obviously drive up the cost of production ^nd 

these cgsts are, in turn, generally passed on to the consumer in t^ form 

of higher prices* 

The ex^ct effect of the higher prices providers met pay on cost of 
production is best docusented in the case of hospital care^ Research ( 
indicates that betv^een 1951 and 1973 abcmt one-half of the increase in 
cost per patient day vas due to increase wages and pric^ paid hy 
hospitals [99, p. 39]. The balance was dius primarily to the technologically 
related increase in t\m quantity of inputs used in produciog hoipital care. 
In th^ case of physician services, the research i^ Qot as extdosive but 
a pattern similar to that found for hospital care appears to hold [106]. 

In teras of the affect of increasi^i pricajSf paid by provial^rs, three 
Iteas— labor, malpractice premiums, and borrove4 capital-^are trorthy of 
particular attention. Casual oba^ers often attach much of the blame 
for rising health care prices — especially 2*o»pit:al care— to rifling wage 
rates. Although the average earnings of l^spital o^loyees have ri^en ^ 

faater than other vorker*, these increased earnings have not had as 

. ■ ■ - . ^ . • . > ■ , ■ ■ . , • ■■. . ■■ ■■■ • . 

drautic an eff Act aa might be exp«ct,«i. Feldsteln's analyais indicates 



that if the ii^easa^ the average eamlx^^ of hospital workers had 
sii^ly kept pace with the earnings of other ^loyees, the annual rate 
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icjjl&aso in aver«;ge P^^ patient day between 1935 and 1975 would / 

been reduced only lapdajwi^My-^ 9.9 percent to 8»8 percent [33^ p. lij. 



of in 

have been reduced only lapd 

In recent years » increased pricey of jionlabor inputs purchased by hospitals 

especially food, energy « malpractice premiums, and borpj^tEScap^ 

likely increased at a such more rapid rate than the wages of hospital 

employees. However , the impact of price rises for nonlabor inputs will 

* ♦ 

have a slightly smaller effect than wage increases oh cost per patient day 
because a slightly greater proportion of. the injHits used in producing hospital 
-bare are labor inputs rather than nonlabor inputs. In par^cuXar^ labor 
costs accounted for abcnit 53 percent of the average cost per patient day 
in 197.5« However, this percentage has decline since 1955 when about 62 

r 

percent of the average coat per patient day was attributable to labor inputs 

[33. p- 161. ; ' 

Malpractice insurance is one nonlabor input which has received ext^^sive 
■ ■ ■ ' ' . • • 

attention in recent years* Malpractice premiums increased at a ph^omenal 

-rate in 1974-1975 and at that time cost spoe high-risk specialties more than 

$35,000 annually [16, p. 240]. Hospitals also feel the impact* For example, 

• 4 
... * . 

in 197S the average malpractice insurance qost increaseui from $34S to $1,447 

per hed for New York hospitals. This translates into an increased cost per 

bed of about $4 par day [21, p. 

Interest paid on borrow«id capital i^ another nonlabor input wr thy of 

special oentlfn. The problem is not so naich that interest rates, per se, 

have increased significantly, but that providers are now tending to use more 

coiner cial soutces of funds rather than government grants and philanthropy. 

f ' . : . : '. . ■ 
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Coooiercial loans,' unlike philanthropic and govenuaent grants, oust be 
5«pald with interest, "nie sources of capital for hospital construction 
in 1968 vere; govemaent (32 p^rgent), philanthropy (20 percent), hospital 
reserves (14 percent), and loans (34 percent). By 1973, government and ' 
philanthropic sources had decrees^ to 21 percent and 10 percent, 
respectively, and loans as a source of financing had increased to 54 
percent [101, p. 180]. . ^ 

Efficiency in the Use of Inputs " ^ 

Given a certain level of technology and a set of prices for the inpxits 
used to produce services, the asiCKittt of output forthecMniug from a particular 
aiAount of inputs can still vary trmendously* This variation in output 
relatj^ve to input use reflects different levels of efficiency in the use of 

inputs* The cost of pr^ucing a uxiit of health care obviously decreasei^ 

♦ 

as efficiency increases (i.e/, as more output is produced frcm a given amount 
of inputs) r Although a lar^e nuabcu: of factors influence^^^^^l^^ 
the ones IMS t relevant to the discussion of health care costs relate t'i»: 
legislation that restricts tl^e vay in which inputs can be coiabined or 
organised; **econicnies of sixe"; the nonprofit nature of imich of the healpir 
care industry; and the raimburscmient policies associated with ixK)St health 
insurance plans. 

Legislation that Restricts Hov Inputs Can Be Combined ; Any particular item, 
includixxg health servicing can typically "^e produced hy combining inputs in 
an infinite number of ways. However » some of the ways in which inputs are 
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.. ccHsblned will be more efficient (less costly) than other vays^ For 
example, the nation's coal supply could be produced by using little or 
no expensive machinery and aaich more hand labor. In the U.S. this would 
be a iTsa^^'f f icient . (m9re costly) way of ccaabining inputs relative to a 
greater use of machinery and less use of labor. In India, however, where 
labor is r^Sb^Ltively cheap and machinety relative expensive, the most 
efficient way of combining inputs will be greater ubb of labor aad less 
use of machinery. ^ 

If restrictions exist on the way in which inputs may'be combined, it 
is quite "possible that the most efficient way of production is not being 
used. In the health care industry the most significant restriction on how 
inputs can be coiabined is in terms of health c^re personnel. Many authorities 
have argued that some of the relatively simple tasks and procedures typically 
performed by doctors could be done just as effectively by persons with less 



formal training. If so,, cost of production would be reduced* However, this 
potential substitution of the skills of less expensive personnel for the 
much more ^^sive skills of the physician is often precluded or inhibited 
by state licensure and statutes. Thes^ statutes and licensure systems have 
likely contributed to the unusual distribution of earnings in the health 
profession. Personnel in most industries are characterized by a continutm 
of skills and earnings with the heaviest concentration in the middle range 
of the continuum-.^ By contrast, the health care industry is characterized 
by a biffiodal distribution with one large group of perisons earning relatively 
low incomes and another sizeable group earning relatively high incomes » with 
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a fairly small. ntuabet of persons earning middle-range incomes [38]. 

^n the paat^decade, a number of '^ew health practitioners" (NHPs) 
have emerged and begun to fill the^rolii of medical personnel in the middle 

4 

range of skills and income. Included among these NHPs are physician's 
assistants and nurse practitioners, both of whcsa are ^^trained to carry out 
many of the taslcs in the provision of primary care which heretofore have 
been the sole province of ^he physician or to perform important tasks which 

have been oftentimes fargotten [54, p. 57}." These tasks oft include 

^ ■ . <■ 

taking medical histories , performing physical examixiations, making simple 
diagnoses, treating relatively minor medical problesasi and encouraging proper 
health practices- , 

Evaluative studies of NHPs have been virtually unanimous in concluding 
that (1) the qug|4.ty;Of care provided ^^aa* at l^st as good as that provided 
by physicians, (2) patient acceptance of NHPs is consis^jently high, and (3) 
NHPs have the potential for increasing efficiency and productivity in the 
delivery of health care. Unfortimately, the full potential of NHPs has not 
been realised due to restrictive licensure provisions and other restrictive 
statutes in some states, malpractice considerations, and failure of many 
health infeiila^ce plans to reimburse for services provided by NHPs [101, pp. 
373-381; 54; 85, pp. 53-55; 92]. . ' 

Economies of Size ; ''Economies of size" refers to the situation in which 

^ - 

output increases proportionately more than the increase in the use of inputs* 
This increased efficiency (or decrease in cost) can occur for a variety of 
reasons* One reason is that the greater use of inputs creates the potential 



30 



for a more efficient division of labor. Another reason is that larger size 
operations can use "luinpy" inputs more efficiently. For example. Since it 
is not possible to have one-half of an open-heart surgery unit, the small 
,i hospital which acquires this service aaist purchase an entire unlt\ This 
unit will not be used as frequently as one purchased by the larger hospital. 
Because the total cost -tjf the unit will be spread among fewer users in the 
smaller hospital, the cost per uaer will presumably be higher than in the ^ 
larger hospital. ^It is important to note that economies of size may 
eventually give way to diseconomies of size as the operation becomes too 
large and unwieldly to be managed efficiently. 

Considerable research has been done on the laxtent to which economies 
of si%e exist in the health industry. Most of this research has been done 
on hospitals but these efforts have been hampered by a number of problems. 
•Perhaps the singlemost difficult problem is'^how to account for differences 
in scope of service and type of patient treated as hospital size changes. 
Despite this difficulty there appears to be fairly general agreement that t 
substantial' economies of scale are associated with larger hospital* size— ^ 
least until hospitals reach a size of approximately 200 beds [36, pp. 82-86; 
85, pp.. 80-85]. Interestingly, over 90 percent of the, nation's proprietary 



(for-profit) hospitals and over 60 percent of the nation ^s nonprofit 

. ■ . ■ ' t 

hospitals have fewer than 200 beds (Table 5). Hie "general conclusion that 
200^ bed hospitals can capture most of the efficiencies associated with^ 
economies of scale must be nwdified depending upon the scopa of services 
hospitals offer. Puchs sumaiarizes this situation as follows: 
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T*bl« 5. For-profit «nd Soa-Profit, HonT-Faderia, Short-Tcra Hoaipitals 
by Si**, 1973 



Nuabcr of Beds 
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Percent of 
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Source: UOl, p. 302] 
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[ If hospitals are not goixig to provide a large number 

of cottplex services, they needn't be very large to be. • • 

efficient; but if they are to provide a large number 
of services, it is very inefficient for them to be 
small. A hospital of 200 beds can efficiently provide • 
ipost of the basic services needed for rdutine short~term 
care—radiology, laboratory, nursing *«Qd thf^ike. Should 
\ that hospital grow to 600 beds and still" prpvidjR.^nly the 

' ' - same basic services, some inefficiencies are likely to . 
■ develop because of increasing difficulties of administrative 
' control. What is likei^y to happen, however, Is that more 
specialized Services will emerge in the 600-^ed unit , 
services which couldn't poseibly have been provided at a 
reasonable cost when the hospital had only 200 beds [36, p. S3]. 

In response to the presumed economies of size in ,certain hospital services , 
the Department of Health, Education, and Welfare recently developed 
'•utilization standards" for a maber of services., For example, the standards 
include a miixipwm of 1,500 deliveries for hospitals providing for complicated 
obstetrical problems, 200 procedures for an open-heart surgery unit, and 
2,500 pi^ocedures for a computed tomographic scanner [68}. These standards, 
if approve, are to be implem^ted through the regional nationwide network 
of Health Systems Agencies (see p. 49). 

More research has been done on the potential for economies of size in 
hospitals than in the physician's office^^ Despite this lack of research on 
economies of size in the physician's of f ice, group medical^ practice (both s 
fee-for-service and prepaid) has been growing rapidly f^^j 43] . Although 
Bailey and Yankeur et al. [6; 107] did not find increased efficiency 
(typically aeasured in terms of physician productivity) in group practice 
relative to solo practjice, several others-did find a BK>dest increase [76; 27; 
. 53; 17]. However, these apparent economies of size may exist only in sqiall 
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group* but not irf large groups [27; 53]/ The facts in Table 6 are consistent 
witb ttiis conclusion. • ^ ^ 

. ■ C 

- . ■ • 

Influence of the Nonprofit Motive : Maximizing monetary profits is a basic- 

if ' . . ' : . ■ 

dbjec'tive of the privately owned businesses which characterise the American . • 

"> ■ 

e<;ont»aic system. It is this search for profit (and. fear of loss) which leads 
businesses to try to produce their products as efficiently ^s^possible, A ^ 
significant portion of the health care industry, namedy hospital care, is 
not oriented around the profit active. In particular, only 12 percent of 
all thB^nation*8 iKJspitals are proprietary (for-profit) hospitals. About' 
one-half are private nonprofit ins titut^-ons, and' 38 percent are publicly (or 
gbverraient) -owned [21, p. 86].' The fact that only 12 percent of all hospitals 
arc proprietary does not mean that (1) the other 88 percent do not earn a 
"inrofit^,"* or <2) all hospitals should becosw prAf it-oriented . ' 

Proprietary hospitals are less likely* to provide care for those who ' 
cannot pay, and this is contf&ry to the 4jasic belief that health care; should 
be. available' to all. At the same time, the absence of a prof it motive 
dlidnishes the" incentive to be efficient. Brown sumaar^ajes fhe results of 
/tlyfal^ileacaa as follow: 

_____ ■ : , / 

*In profit-making organizatipns the excess of inccaae Qvev ^&3Cp^a&p is called 
"profit" and is returned to the owners. Iii nonprofit orgjinjlzations the excess 
of income over expenses is called "net income," and since there are no owners 
this money is available to the organization to use as it sees fit. One of the 
concerns is that this money is used to expand existing services or to add 
, new services. witlKJut adequate need existing for these services. In 1973, 
• the net* income of pr^ate nonprofit hospitals \>as $1.3 billion [61, p. 1]. 
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Tjibl^ 6. Average NuapM^ Total Patient Visits Per, Hour by Type of 
' Practice and Sp«ciiaty, 1975 
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[Reawviiig the hospital from a concern with profits 
has permitted it] to lopk at social and cciamunity peeds 
rather than to investor needs. However^ in freeing the 
hospital f rem the disciplixie of the usual economic profit 
constfraint it left each hospital %p its own definitions 
of goals and programs* To a great extent hospitals have , 
done what hospitals and doctors wAQt^ to do. They have 
^ looked to their (Mm institutional aspirations. Being a 

hybrid bet^^een a private and public enterprise they have 
escaped the controls of both the aarlcetplace and the 
govett»ent [10, p* , , v ^ 

One of the rie«ults of this nonprofit system is t\e increased likelihood 

that ho8p|ital8 will tend to Qranpete with ^ch other on the basis of .prestige^, 

sijse, or technological sophistication^ rather than on the basis of efficiency. 

In support of this proposition, Rapbport's research found .that in '^competitive 

environments^* vhere there wc^re large numbeirs^ of hospitals relative tp the * 

population^ there was a greater tendency to adopt nev technologies early and 

to acqtrire more expensive equipment [75] • 

vThe apparent tendency for hospitals to' be more concernsd with prestige, 

a^iice, and other such factors rather than eff^icieigicy can be extremely . 

expensive if it does, in fact, result in an overexpansion of iervices* 

Unfortunately, this frequently appears to be the c§se. For example recent . 

Studies indicate that a hospital occupancy rate of 35 percent is relatively 

efficient and still leaves sufficient standby beds in case of emergency or 

. - 4 . ■ ^ ■ 

unusually heavy utilisation at any given time [66; pp# 11-12]. Nationally, 

•■■ , • ■ ^ ■ * - 

■ ■■ . - ' * . • • 

the occupancy rate hovers around 75 percent, and it has been eat ijoated that 
the nation haa between 60,000 and 100,000 exceas hoapital beda [66, pp. 7, • 
123 . Since the coat of maintaining an idle bed ia at leaattSO T>ercent aa 

mich as an occnpled bed the thousands of excess beds is extremely expensive 

- • . , ■ . 4 ^- 

and inefficient [66, p. 15].' ' 



Other evidence suggest itxg treffleadous econcmic iaefflciaxicy includes th« 
following: 

1. The nuaber of CT scanners inatailed or ordered in scHit^jhena California 

"-aTonenaay to serve, tbe entire westerp part of 

the United States {21, p. 9]. 

™, ........ 2.»1 111 Philftdejpbia, twenty out of thirty-two iMigavoltage radiatibii 

' ■' - ■ ' ' ■ ■ ' ' ■ 

-therapy installations failed to meet ainiaua use criteria [21 j p. 91'. 

-3. Of the nearly §00 hospitals equipped to do open-heart surgery in 

1972, one-third had never perfortaed such jui ^operation and another 

> • 

one^thirddid fever than twelve per year [Sf 18] - 

. • ... ■ V ■ • ' . ^ • ^ 

H^e conicem*with inefficient utilization goes far beyond ecjow^^ics. In 

particular, underutilization of highly complex aervicea m^y reauXt in lower 

* ^ • _ 

quality care if the staff does not treat enough patients to gat the necelsary 
experience for providing first*-class care. For eacaaple, the Inter-Society , 
Coanission for Hi^rt Disease Resburces reco^enda a ainli&uo of 20^K<yp6n-heart 
procedures per year to maintaia professional competence [82, p. 106]. But, 
in 1971, the nuaber of procedures performed at hospitals doing open-heart, 
surgery averaged only 65 per ho8]i>ital per* year [78, p., 6] * . 

ReiaiburseTOent Policies ; Most health insurajxce -plans have two relaburseaimt 

• • ■ 

features which may impinge significantly on ecomnlc efficiency. One feature 

\ ' ■ ' -^^ ' 

i« the ten<^ncy to reimburse hoapitala and nursing homes on the basis'^of 

" reasonable cost and to reimburse physicians on ths basis of a ^'usualt 

customary, and ^prevailing fee." The second feature is the. tendency to 

reimburse for services only when they are provlde4^ on an inpatient (or 

hospitalized) basis. ♦ 



Most insurance plans relAbusse hospitals and oursiag hemes on a 
cost-reimburseaanc bAsis [101, pp. 200-2071. Sines hoapitalfi Tftceive 92 
percent of their patienti revenue froei health insur^^ce plans (including 
Medicare and Medicaid) the significance of the cost^^reiadmrsaient approach 
becooies magnified, thc^ essence of the cost-^siBhursesaent basis is that, ^ 
vithin limits, all the costs incurred in treating an insured patient will 
be reirbutsed. Under such a payment laechanira there volild appear to be 
little incentive for the hospital or nursing home to be efficient since 
"the fiiore spent, the K^re received*" Hoveveri f^ studies have tried to 
analyze the effect of cost-reimbursexaent on hospital costs« Surprisingly, 
the research that has been done has not found a strotig relationship betveen 
hospital costs and the extent to which their revenues are received on a , ; 
cost-reiaburBeiaent basis [72; 24]. » 

Reiabursing physicians on the basis o£ a '\i8ual, custcmary, and 
prevailing fee" was initiate as part of the Medicare program. The intent ^ 
of . this reiaburseaent approach was to protect the insurer f rom being charged 
more than the physician typically charged the privately paying patient. 
While this does protect the insurer from being charg^ more thaji the 
privately paying patient is charged, this systeii' of reimbursement does not 
offer a clear incentive for the phyfiician to provide services in the wsst 
economical manner. Moreover, givMn the nature of the medical marketplace, 
there is no guarantee that the "usual, customary, and prevailing fee" is 
related to the physician *s cost of providing services, and may be periodically 
raised even when the physician^s dosts.havc not risen significantly, Klarman 
suggests that the rapid escalatibti in physician fees sines the Introduction 



of Medicare is, in fact, due largely to the way in which Medicare^ reimburses 

^' ^ ^ • . . ' . 

physiciiins; and the increased deeimd for services generated by the Medicare 

«■ • # ■ *• * . ' 

program is a less significatit. contributor to' the escalation 6f fees [55, 

pp. i?i--U2; 56, pp- 228-?29I- 

The second taajor reissbursemut concern is the effect on efficiency of 

the tendency of insurance plans to reimburse for services only when provided 

on an inpatient (or hospitalized) basis. Since the same service provided in 

an outpatient clinic or physician's office is generally much less expensive 

to society (but not to tl;ie patient whose insurance covers only ^hospitalization) 

.- * 

than i^^provided on an Inpatient basis ^ the inappropriate utilisation of 
hospitals represeati considerable inefficiency. Much inappropriate utilization 
^Apparently exists, with B6m6 aitalysis estimating that oyer 25 percent of all 
patients admitted to U.S. hoi^itals could be treated just as effectively 
outside the hospitals [82, p. 140]. 

Dematfd for Health Services 
In addition to cost of production « demand is another major determinant of 

V 

the amount and price of health services purcliased'. Both price and amount of ' 
health services purchased will generally increase as dmand increases. The 
demand for health services is determined primarily by the health condition 
of the population and their ablMty and willingness to purchase health 
services for any particular health condition. 

Health Status of the Population ~ * / 

Other things equi^t as th? health condition of the population improves » the 
d^&and for ht^lth care services will decrease. Although a detailed analysis ^ 



' ■ • ■ . - . ■ ■ • ^ ■ •■ . , • ^ ■ - 

of the factors affecting the health status of the population is beyosd^he . 
scope of this report^, the more significatit factors include heredity » age, 
income, occupation, /^enyironaent, and personal behavior. Aiaong the important 

- aspects of personal behaviorL ATft -thosjft resulted, 1^^^ 4i^, 

/ .■ ■ » . . ■ ' . 

stress, and usage jbf alcohol, drugs, and tobacco/ 

. ' ■ ■ . . . • • .... 

, Ability and Willingneas to Purchase Health Services 

A set of health care needs will be associated vith the health status of any 
particular population. However, populations with slailar needs will often 
demand different asuHints of health services. This difference in^ demiuui 
reflects differences in the ability and. willingness to purchase .health services. 

■ ■ ♦ ■ ' 1, 

.'I . ' 

Unlike the purchase of most goods and setvices» the ability and willingness 
to purchase heflth services is determine jointly by the consumer and 
provider • Because jof this joint involvement, the demand for health service^ 
given the health status of the potmlation, is both con«umer*^induced ai3^ 

. provider- induced.^ ^ ^ 

' ■ , ■ ■ ' '"^ 

Consumer- Induced Itoaand : ^o majoi; influences on consumer-induced demand 
are the consumer's income* and the extent 6£ iiealth insurance coverage*** 



f 

AEstimating the independent effect of income is somei^at diffcult because 
as inccxae increases t ne^ for health services typically decreases. This 
means the independent effect of income on ability and willingness to purchase 
health services vill be utuierestimated* 



Another socioeconomic factors such as age and race alfio influence the consumer's 
ability and willingneas to purchase health services* For example * although „ 
the elderly and nonwhite have a relatively high nee(^ f or health caret this 
need may not be effectively translated into demand. Reasons for this include 
the elderly's difficulty in '^getting around** and discrimination encountered 
by nonwhites in the predominantly all-white health care system 151]. 
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Both have' indrcMed signif icaatly during the past quarter-century and research 
shows quite, clesrly that such increases lead to an increased demand for health 
services [85. pp. 28-38, 90-93; 33. p. 36; 104; 94. pp. 7-8]., The reason 
deaand increases in response to rising income is^straightforward, but the 
effect of health insurance is a bit laore complex than it may appear. This 
cdaplexity is Wll suooarized by Feldstein. and Phelps: 



And 



Health insurance not only provides incentives to patients 
to seek aorc, care, but it may -provide incentives to seek 
more expensive sources of care. The additional expensiveness 
may arise from the patient seeking better qualified doctors, 
l^etter equipped hospitals, or simply because they choose ^ 
doctors and hospitals that provide sKjre amenities (finely 
appointed offices, nicer neighborhoods and the like) [73, 
7P. 234-35] 

The^ effect of prepayixig health care through insurance is 
to encourage hospitals to produce a more expensive product 
than consumers actually wish to purchase at the time of 
illness. The Insured patient's demand for care reflects 
^ the net price, the hospitals' charge net of insurance 
benefits. His is therefore willing to purchase mich more 
expensive care than he would if he were not insured. This 
induced demand for expensive care gives a "false signal?' to 
hospitals about the type of tare the public wants. Unfortunately 
the production of high^ost hospital care is a self-reinforcing 
-^jirocess; the risk of very catpeaisive liospltal care stimilates 
patients to prepay hospital bills through relatively 
comprehensive Insurance, while the growth of such insurance 
makes hospital, care more expensive [31, p. 76]. 

This CMaplextty is further aggravated by two factors related to the way in 

which health, insurance is purchased • One factor is the fec^ral income tax 

Structure i#hich subsidizes insurance coverage by (1) not counting employer 

payments for insurance prmiums as part of the ^ploye44s ittccme and {2> 

allowing the insurance premiums paid by the individual to "he deducted frc»B 

tajtable income {33g p* 38; 22, pp. 15-16] . 



is 



/ 



The second factor stems item the fact that approximately 80 percent of 
\ health insurance premiums are paid tfiirough employment-related group ' insurance 



plans^ If the employee makes no contribution to |he plan, he or she will ^ 
not realise the cost^pf tlie coverage. Even when the employee makes a 

.. . . . . . , ^ ..... ,. ... . 

contribution \t is usixally in the form of a payroll deduction, and surveys 
indicate that employees do not think of . their health insurance as foregone 
income or realize how much fQxegone^take-hqme pa^ the premiijms represent 
[52, p. 6]. Both of these factors obscure the true premium cost and the 
individual is likely to demand mbre coverage than if the praaium costs were 
not obscured* « 



Provider-Induced Demand ; The existence of provider-induced demand is apparent 
in a number of ways.. It is the,j[>hysicij|p who decides what to prescribe, when 
and how often the patient should return for re-examination ^ whether or not 
the patient should be admitted to a hospital and where (depending, in part, 
on which hospital the physician has privileges) , and wben^ the hospitalized 
patient should be/ discharged • Tfeis is not to say the consumer has no choice 
in the decision-making process, because it is the consmer who mak^s the 
dccision^laiitially to enter the delivery system and always has the option 

of changing doctors or refusing to follow the doctor's orders. Davis 

i ■ . ■ ' ' ■'■ . ■ ■ ■ " ' ■ 

siuMsarlzes the situation as folXovs: 

While the consumel' can «till participate in i«3licing 
the market, that participation Is aaich more limited 
in the field of health care than in alnost any other 
area of private econoaic activity [2J, p^. 22]. | 

' The ability of the physician to heavily influence the decision of what, 

whan, and where to purchase invariably leads to a fundamental question: will 



the piiysici*D's influence reflect only the physician's concern for the 
patient or will It also reflect at least some concern for the physician's 
self-interest? Two aspects of the current delivery system increase the 
probability t^t the physician's self-interest will play at least some role. 
One aspect is the rapid growt;h in malpractice suits, as noted earlier. The 
increased probability of being sued has likely led to the practice of 
"defensive medicine" in which certain laboratory tests and other procedures 
are performed which are not medically necessary. However, haying perform^d^^ 
these tests and procedures, the physician is better protected in the courtroom 
against charges of negligence. In short., the increase in malpractice suits 
has likely increased physician- induced demand for certain health services. 

The • fee-for-scrvice . method of paying thfe physician is the second aspect 
of the delivery systaa which increases the probability that the physician's 
self-interest will come ia^ play. Under* this method of payment, more-income 
is generated as aiore patients ?re seen and as more procedures are performed. 
While such a method of payment may serve as an* incentive to keep productivity 
high, it may. also serve as an incentive tp overpreacribe. Althougli the 
existence of significant "unnecessary utilization" is fairly well documented 
[34; 82, p. 140; 91] it is not clear exactly how much of this ia due to the 
fec-f or~service system of reimbursement and how tmich is due to the bias of 
health insurance toward ho8j)italized care and the fact that direct out-of- 
pocket cost to most consumers for using health services (especially hospital 
care) is near zero. However, there is evidence that the fee-f or-service 
system "of reimbursement is responsible for at least some of the unnecessary 
utilization. The extifeme example of its contribution is the practice of 
"ping-ponging" in the infamous Medicaid Mills [11]. Another example is 
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cited by Harris: 



fti one hospital audit it va5i found when an all**specialist 
medical staff vas paid salaries, the gynecologists did 
about 26 hysterect<»ies per audits period, but later on 
a fec-for-service basis, they did 130 per audit period 
: [44. pp. 314-^315]. / ^ - 

In short, the reliance of the consumer on the provider in making 

decisions aboixt the jmrchase of health services, when coupled witl;^ a fee*- 

for-servica |>ays^tnt mechanism, may lead to a situation in which ^^supply 

creates its wn demand Moreover, scmie of this supplier- induced ^demaijd 

may result in unnecessary utilization.^ The poasibility of "supply creating 

its own demand" was first formulated by lir. Hilton Roemer in 1959 and has 

subsequently becsn rjef erred to as Roemer 's Law [36, p. 96]. Those who 

subscribe to Soeaier's Law use the following studies as supporting evidence: 

1. BJKsearc'h which indicates that the number of surgical 
procedures per capita are directly related to the 
number of surgeons per capita [11; 29; 45]. 

t 2. Research biy Folds tein and others which found that (1) ^ 

an increased demand -for physicians followed an increased 
supply, and (2) a direct relationship exists between 
increases in the nxxmber of hospital adaissions and 
increases in the supply of physicians, particularly 
s|jeclalist8 [71; 37; 32]. 



3. Statistical analysis which indicates that a 1 percent 
increase in the number of hospital beds raises per,, 
\^ »^ •• capita utilization by about .4 or .5 percent [62; 15]. 



\ 



4^ The nuabeitof hours per week and the percentage of total 
work time the physician spends in the hospital increases 
in relationship to the niaaber of hospital beds per 
100,000 population 118]. 

5. If supply does not create Its own danand, then the -normal 
working of ttie^Law "of Supply and Demand indicate thait an 
increase in supjJly will lead to lower -prices, other things 
equal. Research, indicates that this is not the ca^j^ For 
example ft^t physician fees tend to rise, not fall, as 9b 
physician-population ratio increases [90,*|>. 12; 83]. 
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PROPOSED SOLUTIONS FOR CURBING 
HEALTH CASE EXPENDITURES 

. ■ . ■ *■ 

i ■ , . • . ■ 

The previous chapter of this report focused on the reasons behind the rapid 
rise in health care expenditures. In tjiis^ chapter, various ideas which 
h4ve been proposed for dealing jwith this rise in expenditures will be 
discussed briefly. Many of these ideas or proposed solutions are extreaely 
complex, remain untested and unresearched, and if iaplenented oay have both 
desirable and undesirable unintended consequences. Hence, in this brief 
discussion of "solutions" the reiS^ should guard against the tendency to 
find aimple answers to such a complex problem. . 

.. Reducing Cost of Production 

Monitoring the Introduction of New Med ic^ Technology 

Most, of the concern regarding the effect i>f medical technology on health 

care expenditures centers on the unnecessary duplication among hospit^sW 

existing technology. This excessive diffusion of technology stems primarily 

frc» the»kinds of incen^fives associate with the nonprofit nature of most 

hospitals and from health insurers' policy of cost-reimbursement.' Ways of 

countering these incentives will be dispt^sscd in^^tt^eJl^ni^.^" addition 

to the problem of excessive diffusion of existing technology, another issue 

is tha process by which new medical technology is developed and made availably. 

To the extent some of this technq^gy is counterproductive or at least not 

cost effective, Gaus argues that; 

vlgorotii economic analysis and testa of efficacy and 
efficiency wust increasingly enter the biomedical^ research 
dc»ain [in terms of] cvajLuating nev teclmiques not yet . 
diffused, and allocating medical resear^ih dollarsv This 
would produce valuable information for very difficult societal 
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declflioos in the future concerning who shall live and who 
. shall die . However, information alone will not solve the 
• resource allocation problems of the future* A new mechanism 
■ust^be cheated so that the public is heavily involved in 
these decisions and is educated to accept the fact that while 
science may be capable df saving lives , the economy may not 
be able to afford it (39, p. 132]. " 

Although Gaua do$a not suggest a specif Ic mechanism for evaluating 

medical technology which is not yet diffused, one possibility would be a 

regulatory" authority akin to the Federal Stnjg Adhalnistration (FDA). Gaus 

hints at such a possibility when he notes that: , 

Ui^ike pharmaceuticals, which are not permitted on the market 
untilfafter they have b*en esctensively tested C^y the FDA], new 
medical proc^ures remain on the market until they are found 
unsound or possibly irrelevant [39, p. 13]. 

Reducing Prices Paid by Providers for Their Inputs 

In the absaace of eci:ti;iCQiy--wide policies to curb inflation theire is little 
tha^ can be Ibne to reduce the prj.ces health care providers luist pay for their 

inputs. The reason for this is that for the ii^st part Health care providers 

•■ ■ i» ■ ■ ' ■ • 

must ccsRpete with other industries for their labor and nqnlabor l^^puts and 
pay "the going price." One. notable exception to this gener^*rule is 
malpractice premiums. Several i«»ys have been suggested for dealing with 
rising malpractice pr^iums \Xh\ 67; 60J» The follcwing six proposals are 
^probably the aost frequently mentioned. 

1. Establish cc»Bon insurance pools among all insurance carriers 
in order, to spread the risk over a broader base. 
~ 2. Establish an japper limit on the amount of malpractice awards. 

3. Eliminate "contingency fees" in which attorneys are paid a cettain 

I . \ , ■ • * • ■ ' ■ ■ ■ 

percentage of the malpractice award. ' ^ 
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4. Strict«r licencing of pbysiciaiis, an4 recertif icatlon of physicians 
ta iocirease the quality of care. 

5. Uait th« period withia which ualpractice auita aay be filed.- 
"'fi. Keaovtt profeaaioiial liability claioa froa the traditional 

courtrooorjury agttiag. 

'V •' ■ • ■ . ■ ■ ■ ' V ■ , ■ ' ■ • • ■ ' 

locreaaed Efflcieaey la the Use of loimts 

Renoving Reatrictions on the Uge of New Health Practitioners (NHPa ) : The 

■ ■ • , ■ - • ■ . . \ . ' ■' ■ 

full potential of HHPs aa a curb «n rising health care expenditures/fcan be 

■ ' ■ ■ . ■' ■ ■ • / . ■ 

realized only when' the farriers that restrict their use are removed* Examples 

of these barriers include medical practice acts which simply prohibit the 

iavolveaent of HHPs in the delivery of medical care j malpractice provisions 

which make it difficult for physicians to effectively eaplpy NHPs; and lack 

of uniform accreditation, Xiceoaure, and certification procedures for NHP^. 

.Another important barrier to tha effective use of NHPs is the reluctance by 

many insurance companies to rei^mrse for siervicea deliveredj Ijy NHPs . In 

this regard a major recent breakthtough was the passage of the Eural Health 

Clinics Services Act <PL 95-210). This bill permits Medicar^ reimbursement 

for services performed by a mr&e practitioner or- physician's assistant in 

rural areas even wtoen these services are rendered in the. absejice of a 

• ■ • : ■ ■ ' . ■ ' \ 

physlcl«n*s direct supervision. \ \^ 

„...,.■ . . . ■ ■ . . \ 

Achieving Economies of Size ; If economies of size exist in th^ provision of 

health asrvlcejit Jtfays of encouraging larger hospitals and group practice 

should.be considered. However, in try ii^ to achieve econcwies Of size, 

coaaid«^atioa aiu#t also b* given to the increased indirect cost to the patient 



if fever tmt larger^ hospitals and doctor^s qfflces were to be developed. 
These Itidirect coats include increased transportation costs » loat inccHQe 
from increased time avay from one^s job, and increased mortality /morbidity 
from being fuiKther from health service. These Indirect co^ts becc^e 
particularly, important in sparsely populated rural areas • 

■ r ■■ ' ' 

Regionalixation of services and the related notion of shared services 
are the most common proposals advocated £or achieving economies of size in 
the provision of health services — particularly- holspital care. Regionalii?ationt 
in tHeory^ voiild lead to the closure of i^[&all inefficient 4iospitals qr at 
least limit the scope of servicesi small hospitals could offer. One ir^y of 
achieving this goal is through licensure in whicJv inefficient hospitals would, 
be denied a license to operate. This concept could also be extended to 

" ■ ' ' ' ' . " ^ • 4^ . 

Specific services. For example, -a few selected hospitals in a region could 
be given a license for a specialized jiervice j^uch as a neonaral intensive 
cace uni£, and all other hospitals in- the region would be forced to transfer 
their high-riak newborns to the hospitals licensed to provide this unit. ' 

Licensure is only one of the sanctions thdt could be used; to close or 
prevent future development of inefficient facilities and services. Other, 
aac^tions, such as the denial of reimbursement for services not approved by 
statcT^r federal planning agencie*, are discussed in the next section. ^ 

With^the threat of such sanctions, thei^e appears to be^ some movement on 
the part of, hospitals to voluntarily shafe^ certain sei^ices [47] . For exan^le, 
a 1971 survey of cdmiaunity hospitals found that 66.6 percent of the hospitals 
responding had some kind of sharing arrangement with another hospital. The 
most frequent kinds of sharing involved blood banks , purchasing of 
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iMdical/surgic*! supplies, data processing, disaster plans, and professional 

. ■ ^ ■ 

laboratory staff [5]. ' , . ^ 

Countering the Undesirable Effects' of the Nonprofit Motive; At least two 
approaches have bsen suggested for de«lin§ with the inefficieni^y (in the form 
of over expansion and' duplication of health services) tjiat allegedly results 
frost the health care indiiatry'a heavy reli4^nce pa- the nonprofit motive, the 
saost C(Mnon approach is to regula A th^ iamount of investment or capital 
expenditures thaj; flows into the Industry, with particiilarljr close scrutiny 
given to proposals for expiidipg suth health care fac^^lities as hpgpitals-^ 
and nursing homes. Atteapts to regulate capital expenditures are typically 
. iapleaented by either (1) enacting certif icate-of-ne^ legislation on a 
•statewide basis or (2) d#veloping regional health planning agencies which 
operate under a federal legislative mandate. 

Under certificate-of~need programs, capital expenditures exceeding a 
certain ainiaum (usually $100,000) will not be approved unless the "need" * 
for ..the expenditures is clearly justified. The agency empovfxed to grant 
approval is usually the state's Department of Health. Various sanctions are 
used to insure that a fa'cillty dots ndt emba^ on its^prdposed expenditure 
pl*n without the necessary approval. The most comaon sanction is withholding 
or revoking a license froo a facility whose expenditure plan is disapproved 
But who does not abide by that decision [101, pp. 99--104]. Research has 
shown that state cettif icate-of-need programs » as they were being operated 
hetween 1968 and 1972, did not reduce total hospital investment in comparison 
to states that did hot have such programs. However, the certif icate-of-need 




prograas did have a arlgnificant impact on the composition of investment. 
Investment in new bods vas restricted, but this reduced inveisttment va^ 
offset by an incr oa K r 'in inveetment in other aervic J and equipsient [7?]. ' 

Regional healtli planning agencies operating uikier federal legislative - 
mandate have* the %m& basic purpose as- the older state- implemented certificate 
of -need programs, but are organized differently and use a different set of 
sanctions to limit capital expienditures. The first regional planning 

encies were called comprehensive health planning agencies and were 
initiated under the 1966 Ccnaprehensive Health Planning Legislation, In* 
1974, tl^s legislation was superseded by the National Health Planniiog and 
Resources Development Act (PL 93-641). This legislation mandates ^ nationwide 
tietvork of Health Systaas Agencies (HSA&). In oost cases an H^A serves a 
population of 500,000 to 3,000,000. -The governing body of an HSA (which 

> ■ ■ 

must have a majority >f local health care "consumers'^) ^tevlejupptoposed 
projects whic)j in^4ye capital expenditdres of $100,000 oii mQre, the addition 
-pf beds, oir a substantial change |ln" service [101, pp. 10^-108.]. The decision 

V ^ ■ ■ ■ /■■■■ " ' ■ ■ ^ ■ 

of thierHSA is. first forwarded toi a. State, Health Coordinating Council and 
tixaately to the Secretary of Health, Education, knd. Welfare. Although 
the decision of the HSA can be oyertumed at either of these two levels, this 
does not normally occur. However, HSAs are expected to adhere to federal 
planning standards. For example, HEW has established as a standard a maxisium 
of 4*0 hospital beds per 1,000 persons which is, to be exceeded only under ^ 
extraordinaty circumstances [68^ p> 13045] • The main sanction of the HSA 
is withholding federal reimbursement (primarily Medicare and Medicaid payments) 
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for ill costs associAted with phs dlMpprovfid cmpltol eacpendlture. 

It should b« noted that not all r«vi«w protases for capita^ ttspenditurei 

arc th« donain of state and fadaraX govcmaants. Sons iasurets— priaarlly 

♦ ■ ■ , ■ . . . ■ ■ ' ■ ■ . . . - 

Blue Cross— vlll not relabursa baaltb care providers for costs associated 
with capital expenditures vbich the insbfer has not approved [101, p. 101]. 

'Althott^i review processes for capital expenditures are typically^ designed 
to deal vitk plans for nev invest^mt, it, would also be possible for aucb plans 
to be retroactive* ' This approach •rcmld, in essence^, aiwnint to decertification 
or diainvestaent in those cases yhere existing services or facilities were 
not nee4ed» To date, such an approach has not been' tried, but its Impact on 
health care expe^itures could be signif icant. For. example, suppose 
nuaber of hospital beds were reduced fro® the present figure of 4.4 per 1,000 
population to 4.0. Since excess capacity exists, occupancy rates would increase. 
In this scenario, research indicates that hospital expenditures would.be 

■ * ■ ' ■ , ■ ■ ■ ■ 

reduced by 6 percent 190, pp. 52-54]. ^ - 

The second approach for dealing with the inefficiency that allegedly 

reaults froe the nonprofit motive is to place more reliance on the profit 

%, ■ 

motive by encouraging, for exasiple,' the develiSp»aent of «)re proprietary 
;• ' . \ ■ ■ • L ■ . . - ■ ■ ■; 

hoapitaliLl As noted earlier, only 12 percent of the nation*s hoppitals are 

proprietary. Sinoe' these hospitals tend to be smaller, less likely to be 

involved in research and teaching, and different in other ways frc^j nonprofit 

hpspitala, it is not easy to ««ke efficicncy-relAted ccMoparisons between the 

two grcmps. Although no definitive research ha^ been done on the relative 

efficiency of the two differeijt kinds of hospitals, scattered evidence iiocs , 



pot indicate that proprietary hospitals .sxe significantly awre e^ici^t 
[101, pp. 299-305;- 70, p. 242J.. Even if proprietary hospitals were found 
to fee more efficient their development would have to be modified sooewhat 
•o t}xat unprofitable (but jieeded) services vouXd be provided, and so persons 
who had llaited ability to pay wpuld not be denied services. 

Initiating Alternative Reimbursement Polielea ; IjanuiMrable specific proposals 
have been advanced th^t serve as alt^natives to the coinmon practice of 
reiabursing providers on the basis of their cost or on the basis of an 
•*u4ual, cuatioaary, and prevailing fee." Although the various proposals 
differ significantly in some rather important ways they also have a connnon 
denominator. This c«aaBon denoainator is regulating the rates, or fees vhlch 
providers may charge for their services [101, pp. 137-140]. This approach 
typically leads to affixed statewide or regional fee schedule for physicians 
and avoids the flexibility and latitude associated with the "usual, customary, 
and prevailing fee." 

Prospective rate setting (PES) is the terra frequently used when applying 

this approach to hospitals and nursing homes. Itowling describes PRS as 

> ' ■ • ■ ■ ■ . ■ ' ■ 

follows: 
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PRS is a cost--containment strategy wherein an external 
authority establishes the prices that providers are 
allowiui to charge and/or. that third parties are required 
to pay in advance of the period iq which services are 
actually provided. The key difference between P]RS and 
conventional forms of reimbursement is that provider^^ are 
not paid the costs they actually incur each year, nor are 
they free to^ unilaterally adjust their charges to cpver 
these costs; rather > providers are paid at rates that are 
set in advance of and considered fixed for the prospective 
'year « , . it is assumed t;hat the constraints on revenue 
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laposAd hy_^fixlng ptovi4«r charge and/or third-party 
payaiaat ratac will cause providers to contain coste in 
order to avoid loaaea (or earn aurpluaea) (25, pp. 263-264]. ^ 

' Uttle eapirical evidence exists on the potential of PES for likucing 

health care coat. So«e' inaight can be gathered "by deflecting on what occurred 

during the EconowLc StabiUaation Progrsa (1971-1974) when physician fees and 

hospital rates were not allowed to increase by aore than predetemined 

percentage. During this period health care co#ts did, in fact, aoderate 

considerably [90, pp XIV; 88]. Additional iniight on the effect of PRS will 

be fjirthcpadjag as more research is undertaken on a number of experimental PRS 

progrsuu. To. date,, the ^research on these experiaents has not been conclusive 

[25; 90, pp. 39-42]. v. 

. ■ * 

The second reialmrseiient cbncem is the tCHodezxcy of inmirance plans to 
reiaiburae for aervicea onl^ when provided on an inpatient basis. TWo basic 
approachea exiat for dealing with the inappropriate utilization of the n^ore 
expensive inpatienjt services which aay result from this rei^lnirsement policy. ' 

* ■ ■ 

The first approach is to change the incentive system so the patient (or the 
doctor serving on behalf of the patient) will not have an incentive to seek 
care on an inpatient basis instead of on an outpatient basis. This can be 
done by extending insurlmce benefits to services provide} on an outpatient 
basis.* The effect of this can be gauged by comparing where persons with 



*A1 though a perticular OAdical procedure or treatment performed, on an 
outpatient basis is generally less exp^sllve than one done on an inpatient 
basis, total health care expenditures could still rise if insurance were 
extended to cover mitpatient services. The reason for. this is that such 
an extenaion could result in an increased number^ of person^ yho initially 
seek care. 

• ••/ 
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dlf f luranc klsxd* of health insurance coverage receive their care. One auch 
study aoalyxed the surgical lirorkloada of surgaoos workizig in a Health 
Kaintenance Organisation, and compared their vorkloads' to thoee of iton**«EKO 
surgeona. The BHO plan encouraged outlpatient surgery » and it is safe to pfeauae 
tluit the {Mursoiui lnvoXv«d vlth the n(;tp-ffliO fujrgeons would typically have 

; 1 ■ 

insurance plans which covered inpatient surgery only.. Results of the study 
shoved that the non-HHO surgeons "pwrf oraed very fe«r (outpatient) procedurea 
and, for the most part, admitted as' inpatients those patients who were treated : 
on an Coutpatient) basis in the (HMO)" [48, p. 4]. 

^ A second approach for preventing inappropriate utilization of more 
expensive inpatient services is to impose negative incentives (no .relaburseiMnt, 

u i ■ 

- . ■.■ . \ : ■ - ^ 

fines, etc.) f or engagitig in such practices. The most visible attempt of 

using negative incentives to ro1n1tn1ze inappropriate utilization patterns 

was the establishment in 1972 of F^of essional N^tandards Review Orgaxiizations 

(PSROs). PSROs are f^erally mandated organizations which are operated by 

local physicians. Tt^tx imrpose is to assure that the care provided to 

persons covered by federal programs (such as Medicare «nd H^icaid) is 

necessary and is'provid«d in the most ecohc»ical va^^ I»>ssib]^. PSROs operate 

by having the hospital-related work of local physicians reviewed by their 

colleagues to see if it deviates f ran local standards [101, pp. 131-136]. 

An extensive evaluation of the PSEO program found that it waf not effective. 

In particular, the study concluded that: 

No statistically significant aggregate PSRO effect was found 
on hospital utilization or admission rates. 

. , '[and that! I ' 

I ■ { 
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PSSa», *ct4f« ^IsMurily on appropriatenesi of utUlxation- 
* have little potential to countervail or r«d«ce the inflation 
> in pylcei and technology - that Qoiapriae the major causes of , 

the rapid rise of hospital' care eacpcnditures. Thus, PSROs ' 

Vshouid not he conaidered a stand*^lone, coat containaeat 
strategy, but rather as one important part of a comprehensive 
strategy of rationalising the delivery, of health care 
services [74^ p. 3]. . , 

Although PSI^Os appear to have^ittle success in reducing inappropriate 
utilias4tlon, other PSilO-like approaches have been successful. For exaaple. 
the Colorado and Sac r S ae nto Foundation for Medical Care experienced a 
$3r$4 sayings in expenditures fpr every $1 spent on the review program [90, ' 
p. 37) . Sij8llai;^y^' there is some research evidence that "utilization 
review" is effective if it is undertaken in arfss characterized by a 
relatively scarce supply of beds in relation to the dsnand for those beds.- 

evidence supports the hypothesis that only in such areas is there ^ 
motivation to control the use of hospital beds [88, pp. 366-367]. 



The Alternative of Govemc^t. Provision , ' 

Most suggest ioip fQr reducing the 'cost of production emphasize changes in . 
incentives or the us^ of increase^^'govcnment yegulat^ni in such way^ as ^ 
limiting capital expenditures via certificatet-of -need legislation. Tliere 
are those who reject these measures and^gue, ijwtead, for direct govenwent 
provision of health fervices.* At ^feast two objections are typically leveled 



*lt is extremely ii^ortant not to confuse goveroaental provision of health 
services or "sociai*«fed m^icine" witb national health insurance. National 
health insurance, in pure form, is the use of public fund| to assist 
individuals in purchasing health services and Jhas nothing to do with who 
provides those services. ^ 



the aorc coaseryativc approaches of chaugiug incentives and increaj|ing 
goverigifi^t reguXatioo. One reason is the belief ithat a reduction in the 
cost of production will not be passed along to thie consumer because of the lack 
of competition and the la^erfections that exist in the medical marketplace. 
The second reason is that govemm^ regulation and those who are to impose 
these regulations will respond toJBL needs and desires of the vested 
interests within the Jealth care industry rather:' than to the general public 
(58; 69; 80; 102].- 

Although govern&ent provision of health carje\is the rule 'rather than 
the exception iny&tny countries, ^such as Great Britain and Sweden, at least 
two arguaents^e often raised ,4gainst this approach. One argument is a 
fundaasaJtal philosophical objection to "governiaent involvenent." ihe 
counterarguments to this position are that (1) government involvement is 
not intrinsically evil— especially if the market place is not fanctiond 
properly — and (2) governjfent is already involved in a way which violateal 
the pure concept of "fr^ee enterprise." Examples of current government 
involveaeot include: licensing requirements fo^ jphysicians and othetf 
persoxmel; restrictions on the development and marketing of drugs and 
medical devices; the licensnre and setting of safety standards f(4 health 
care facilities; laws which prohibit advertising by health care providers; 
certificate-of-need legislation; and the provisionof services through the 
military health care systto. Veteran's Admin^stratipn, National Health 
Service Corps, and Indian Health Service. 

The second argument against government provision of services is that 
it will result in inefficiency and lower quality care. One counterargument 
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to this Allegation is that if inefficiency were to result, it would not 

» . 

surpass the existing level of inefficiency in the "private" health care 
systeo. In riif erence to the quality issue, horror stories froo military 
and Veteran^ s Adalnistration hospitals are cooaonp lace; but on the other 
hand our Presidents and Congressaen presumably receive the «ltiAate in care 
at places like Bethesda Kaval Hosplta:| and Walter Reed Hospital. Similarly, 
it is freq[uently argued that the incentive to provide quality care will 
generally decline if physicians are paid on a salaried basis as they 
typically are in govertment-operated health systems j but at same time 

♦ ' ■ - * ' 

the nation's highest quality care is provided at places like the Hayo Clinic 
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where phy^4.c:^s ar& paid on a salaried basis « Unfortuiiatelyy little 

^' 

serious research luui been undertaken to give a betteir Insight Into th^ * / 

■ , . ■ . ■ ■ , •» - # 

advantages and disadvantages o£ government provision of health services. 

One method of gal^^tAg these Insights irat^d be thrcmgh a series of International 



comparisons/ and som^ research efforts In this direction hav^ recently been 
initiated 111; 57; 9$; 105I^ ^ 



Reducing the Demand for Health Care • 
Improving Health Status 

Theoretically » the ^e9tr premising way of reducing health care 

A . . 

expenditures Is to improve health status therefore^ reduce the demand 

for health care. Although a number of factors affecting health status, such 

as age and heredity^ cannot be alteredf others such as income, environment, 

] , , ■ . . ^ ' ' . 

and personal behavior can be altered. Moreover, more emphasis could be put 

on preventive rather than curative medical services. In assessing the 



f*ctor» affecting health Btatus, Dr. Theodore Cooper recently asserted that: 

. ■ ' ' • . ■ * . 

^ It is oxie of the great and sobering truths of our' 
\ grofassioa that »odern health care probably has less 
iapactjoa the health of the population than econonic 
status^ education, housing and sanitation [49, p. 4], • 

A rather draaatic exaaple which reinforces Dr, Cooper's assertion is the * 

cdmbined effect on health status of the 55 miles-per-hcair « speed li^it and 

higher gasoline prices. These factors have apparently led to a 20 percent \ 

reduction in auto accidents, and since taking effect in 1973 may have been 

the single greatest contribution to "better h«alth^" [59, p.. 457]. 

The innumerable possibilities for improving health status go far beyond 

the scope of tUiis report. A number of the possibilities are covered in 

Kristein et al., a^d Somers [59; 84 ]. Despite the potential. Impact on health 

status of such factors '.as improved environment-, changed personal behavior, 

. ' . ; ■ .... ■ / . 

and greater use of preventive medical services, thes^ avenues should not be 

viewed as a panacea for reducing health care expenditures. Four cautionary 

notes must be kept in mind. F^^st, efforts to change personal behavior in 

areas such, a* smoking, diet, amd exercise have bii^^nly ^ixed success [52, 

p. 18], Second, many medically oriented preventive servi|fees such as physical 

examination -and mass screening may have no beneficial impact [73, pp. 237-242] 

Third, many medical conditions are njt currently preventable with our existing 

knowledge. Fourth, there is an ultimate limit to the aiipunt of death and 

illness which can be miuimizedt i.e», all persona eventually die. 

Reducing the Ability and Willingness to Purchase Health Care \ 
■Ij^duclng Unnecessary Consumer-Induced Demand ; Efforts to reduce unnecessary 
^onaumer- induced daaand typically focus on changing the health insurance and 
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federtl incott« tax systems. In terms of the tax syst^. it has been 
suggested that the eaploy6r^8 health Insurance payments ccHild be treated 
as incixo# to the eeiployee axui ^hat the ^ployee^a premiums not be 
considered deductible expenses [90, p, 57]. The presumed effect of these 
chaxsiges would b^ to r^uce the br^tadtK of insurance covereage, .thereby 

w 

reducing the demand for health care. Even greater attention has been 

given to "reforming" health insurance plans by increasing the consumer's 

out^of-^pocket or net cost of health services at time of purchase. The 

most common way of doing this is through co-payment in the form of ^ * 

deductibles and co--insurance [30; 36, p. 60; 42; 73, pp- 236-237; 90, p. 57] 

With a dejgpctible provision, ihe patient is required to pay the first $X 

but beyond that point the insurance plan will begin payment/ ^o- insurance 

requires the patient ^to pay a certain percentage of 'his or her health qbtb 

costs (at least until some maximum limit is reached). Phelps points out 

that the effect of co-insurance and deductibles can be quite different i 

A' -fixed deductible (say $100) might alter slightly . 
the demand for adsiifsioos, but it will have so noticeable , 
effect, on decisions regarding length of stay or general * 
resource use within the hospital, because in virtually 
any hospitalization, the deductible wpuld be exceeded by 
the first day's expenses. A straight coinsuraij^e provision, * 
however, w6uld have the ame effect on both admissions and 
length of stay decisions [73, p. 232]. 

■ , ' ^ ■ 
As might be expected, a nimber of objections ciih be taised againat the 

co-payment mechanism. The objections fif^ from t]^ practical matter of 

administrative efficiency to the major equity concetn that co-payment may 

cremate a substantial financial barrier for the poor [73, pp. 226-'227] . 




A companion proposal to increased^ reliimcfi on co-payment would be 
repealing legislation that prohibits advertising by health csxe providers 
and facilities. In essence, co-'payment schmes are designed to make the 
consumer "mope cos t-conscious, and the logical conclusion to thils approach 
is^hat the consumer shcmld be informed of the alternative priced, he or 
she faces • The secondary effect of advertising would be to introduce an 
element of cliftjctitioa into the medical marketplace. Recent research on 
drugs and eyeglasses indicates that where advertising is permitted thie 
retail prices of these items are significantly lower (12; 7]. 

Reducing Unnecessary Providers-Induced Demand ; One aspect of unnecessary 
provider-- induced demand stans from the need practice ^^def^sive medicine 
^in oirder to redutje the ^^jba^bility and size of malpractice suits* Five 
ways of achieving such reductions were mentioned earlier in this chapter. 

Another undesirable* aspect of provider- induced demand is the concern 
that a f ee-for-service reimbursement mecha&ism^will increase the amount of 
unneceasaty medical services and procedures. Concern with this possibility 
is particularly great in those areas where a relatively large number of 
medical resources are present. Several potential solutions exist for 
dealing with this situation. ^ - S 

"First, to the extent that unnecessary provider-induced demand is 
greatest in areas where a relatively large number of medical resources are^ 
present, one potential solution is to simply limit the supply of medical 
resources available. Note that this is the exact reverse of the kind of 
poliqy vAich would be considered if the medical marketplace were similar 
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, ■ . ■ ■ ■ .. ■ , . . J . . 

to the marketplace; for othexr goods and services. In a "normal" marketplace 
tha appropriate policy would be to increase supply so price (and expenditures*) 
• would lipcraase. Various proposals for limiting the supply of health fafilities 
tf^re^ discussL^earlier. To date, oxay occasional consideration has been given 
to limiting the supply of physicians and other medical personnel [90, pp. 5>-583 
despite sooe recent warnings about an excessive^^rowth in physician numbers [14]. 

Another potential solution is to eliminate the f ee-for-service reimbursement 
mechanism. Physicians in HMOs work typically on a salaried basis and it is 
argued that they: 

have no incentive to increase "their incomes by hospitalizing 
patients or providing unnecessary tests; umeoessary procedures 
have, in fact, t|ie effect of reducing net incoijje to the , HMO aUd, ' 
■ therefore, to the physician [90, p. 59]. 

■ ■ » i . ' ■ 

Research on HMOs indicates quite, clearly that hospitalization rates fgr HMO 
enrolleea arc significantly lower than for persons receiving care on a fee-foy- 
services basis [41; 85, pp. 172-178i;. 99, pp* 223-224, 232, 234]. A recent estimate 
suggests that overall coat savings in HMOs average about 20 percent, even after 
such variables as differing populations and out-of-plan expenditures are taken 
i-nto account [86, p. 70]. What is not clear is how much pf the lower 
hospitalization rates and cost savings is due to the fact HMO physicians- are 
paid on; a salaried basis rather tijan a f ee-f or-sfervice basis. Other contributing 
fetors may be that HMOs usually operate with a relatively small bed supply, 
and that HMO plans relative to most traditional health insurance plans have 
a much broader coverage of outpatient services [101, p. 225; 36, p. 140]. At* 
any rate,** the reduced hospit'alizatigi^rates and cost sayings do not appear to 

— — • ,.■ "4 ■ \ 

*This assumes demand is "inelastid" with respect to price (see p. 20). 



>™£ilt in low quality of care or patient dissatisfaction [40; 101, pp. 229-233]T 

\ If the feg-for-service reimbursement mechanism la to remain in place, 

at^leaat , two. additional approachipss baye been suggested for reducing unnecessary 

provider-induced^daaand. One approach is through utilization review mechanisms 

such as PSaOa, which were discussed earlier. Another approach Is to increase. 

the "bargaining power" ;of the consumer in the provider-patient relationship. 

Eacamples of the latter 'approach include implementation of the American' Hospital 

Association's "Patient's Bill of RigHts" and a program of "second surgical 

opinions^" Relevant portions of the "Patient's bAiI of Rights" a^ 

"The patient has the right to obtain ivo^ his. physician complete 
current information concerning his diagnosis, treatment and 
^ prognosis in terms the patient can be reasonably expected to 
understand." * 



'•Where m^ically significant alternatives for care dr treatment 
^ ^ist, or when the patient requests' information concerning 
• ^ medical alterxjatlves, the patient has the r'ight to such 

information. The patient also has the right to know the name 
of the persons responsible for the procedures and/or treatment" 
fl. pp. 14-151. . • 

■ ■ ■ - ■ s. - ■ 

Finally, in recent years there hafe been growing emphasis on programs, 
that prpvidfr "second surgical opinion." . A general definition of such pxograms 
has -betAxx developed by HaugJ 

^ gj^trtien an elective operation is reccwmended to a patient » 

patient is permitted or required, depending on 
•^^hether the program is voluntary or mandatory, to have 

the need for the operation confirmed by a specialist in . , - 
^ the appropriate surgical specialty [46, p. 65]. 

•* , . ^ ' ■ 

New Yotk became the first gtat»* to require insurance companies to offer to 

the policyholder at no cost a second' surgical opinipn benefit. Since this 

kind of a program is relatively new its eff ectiveme'ss has not been studied 

•A 

thoroughly. However, Initial studies indicate that 25 to 35 percent of the 
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operations recooscsided were not cooflriMd by a second opinion.- The kind 

/' , ' ' ■ • ■ " ' ■ 

of ^urgical proc<»dures lieast XikeXy to be confiraed vere hysterectomies » 

pnostatectomlc^i an4 op^ratioos on the knees [46] » ^ 
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SUMMARY AND CONCLUSIONS . 

At least two concerns ui^eriie the nation's preoccupation with health 
care expenditures. The first •concern is that society may not be getting 
a "reasonable return" fro^pprts^ipcr eased expenditures on health care. 
The second concern is tWat the quantity of services associated with a 
given amount of 'expenditures could possibly be made available less 
expensively. The concern stems from -the fact that the "market" for health 
care deviates significantly from "the kinds of markets which characterize 
the American "free enterprise systetiu" , 

In 1977, the nation spent $163 billion on health care. Moreover, " 
the recent growth in expenditures — both on a per capita basis and as a 
percentage of Gross National Product-r-has been phencnaenal. The largest 
single share of the^ health care dollar goes to hospital care. In terms 
of the financing of health care services, there has been a considerable 
Increase since 1965 in the percentage of total expenditures financed 
frc^ government sources— part ieularly the federal government. The 
increased role of goverdbeut financing, when combined with the increased 
role, of private insurance payments between 1950 and 1977, has resulted 
in a significant decrease in out-of-pocket payments. >In 1950, 68 percent 
of total expenditures were attributed to out-^of -pocket expenditures. By^ - 
t977, this percentage had declijied to 30 percent. However, aut-of-pocket 
payments are the principle ioufce of financ^j^g for dentists V services 
and drugs, but represent dnly 6 percent of the total payments made for 

- y ". 
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hospital care. 

Total expenditures for health care or any an^ other good or service 
are determined by the following fortoula: 

, ^ Total Expenditures * Price Per Unit x Number of Units Purchased. 

It is extremely Important to realize that price and ex^^ditures are 
two very different concepts, and policies aimed at controlling one will 
not necessarily control the other. . 

Both price per unit and the number of units purchased are determined 
by cost of production and level of draiand. In terms of cost of production 
a major factor in recent years haa been the rapid growth and introduction pf 
cost- enhancing technology. Simultan^usly, dectand has increased due /to the 
rapid growth in health insuranc^^ including Medicare .and Medicaid, A host 
of* other important factors also influence cost-of-pi;^uctioh and demand - 
Tliese factors are shown\ schematically in Figure 4. 

One of the problems with thk various proposals for curbing health car^ 
expenditures is that the policies are not coordinated in a systematic fashion. 
For example^ limiting the expansion of hospitals, may decrease utilization of 
hospital services but will not necessarily reduce total expenditures if 
hospitals simply raise their charges for the services they provide. This 
suggests that policies for limiting the expansion of hospitals should be 
^implemented in concert with policies that can regulate hos^tal rates. 
Similarly, review mechanisms for reducing inappropriate utilization of 
services appear tp be most effective when combined with policies that lead 
to a relatively scarce supply of hospital beds. v 
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